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PREFACE 



This book is an endeavour to present to the student 
and the general reader the elements of economic theory 
and the practical and social implications in as concise 
a form as is consistent with clarity and understanding. 

Some branches of economics permit of reduction to 
simple notes more readily than others. Where the 
subject under discussion is straightforward, one is able 
briefly to enumerate the saUent points with only a loss 
of words. But where it is a matter of basic theory and 
analysis, lengthier and more reasoned treatment is 
essential. In working through the course, and sum- 
marizing where practicable, I have given relatively 
greater space to those parts which cannot be satis- 
factorily condensed. 

Economics is a science of everyday Ufe, and theory 
should be constantly tested in the Ught of practice. 
I have tried to keep the science as close to earth as 
possible without making it too earthy. Present-day 
conditions have constantly been borne in mind in the 
formulation and discussion of economic tendencies. 
It is not one's purpose or function in a book of this 
nature to take part in the many controversial problems 
that confront one at every turn. . Yet there is the 
danger that a strict impartiality, if this is humanly 
possible, may make one's writings even more colourless 
than they are. This is my apology for any bias that 
may show itself in one or two places, though I have 
striven to give both sides of questions in dispute. 

Professor Sir WiUiam Ashley kindly read through the 
manuscript, and I have to thank him for helpful 
criticism and advice. I am also indebted for a Uke 
service to my colleagues, Messrs. H. Hamilton and 
P. Barrett Whale, whose comments and suggestions 
were found extremely useful. H. A. S. 

September, 1922 
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THE SUBSTANCE OF 
ECONOMICS 



INTRODUCTION 

SECTION I 

THE NATURE OF ECONOMICS 

NATURE AND DEFINITION OF ECONOMICS. 

People have wants, and have to work in order to 
satisfy them. As time goes on, their requirements 
grow in number and variety, while the methods and 
organization of supply become increasingly complex. 
In the following pages, a study will be made of these 
wants, and the efforts that are exerted to produce 
those conmiodities and services for their satisfaction. 

The older economists, applying the term " wealth " 
to all those things that are necessary to gratify one's 
needs, used to say that Economics was a subject con- 
cerned with the principles of wealth-getting and wealth- 
using. This definition, however, does not sufficiently 
stress the human element, and is now considered too 
narrow. Truer and more comprehensive is the definition 
now usually accepted as standard — 

" Political Economy or Economics is a study of man's 
actions in the ordinary business of life ; it inquires how 
he gets his income and how he uses it. . . . Thus it 
is on the one hand a study of wealth, and on the other, 
and more important side, a part of the study of man " 
(Marshall). 
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• ••••• •••••• • •• 

The term " Political Economy " is derived from the 
Greek. Polis meant the city-state, which was the 
territorial and poUtical unit of Greek civilization. 
Oikos and nomos signified respectively *' house " and 
" rule." The laws governing the management of the 
household were applied to the miniature state. In the 
same way as the housewife was expected to conserve 
and make full use of the household revenue, so the 
statesman was to strive at getting the m^aximum benefit 
for the community from the resources available. 

ECONOMICS IN RELATION TO OTHER SOCIAL 
SCIENCES. 

In a scientific treatment of any subject, facts are 
observed, collected, and classified ; hypotheses and 
inferences are provisionally formulated ; while the 
validity of such laws as emerge is constantly being 
tested 6y reference to facts already known, and others 
as they present themselves. 

Economics is a science because such a method of 
inquiry is adopted with regard to the facts of economic 
Ufe. It is only a branch, however, of the parent science 
of— 

Sociology — ^which deals with the general principles of 
all social relations. Other branch sciences are — 

Ethics — what a man ought or ought not to do, 
according to moral principles ; 

Law — ^what a man may or may not do, according 
to legal principles ; and 

• Politics — dealing with man's relations to the State. 
While it is possible, therefore, to discuss Economics as 
a science to itself, its relation to the other social sciences 
should not be overlooked. The distinction between 
them is made for purposes of study, and is more possible 
in theory than in action. Especially in the working 
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out of practical problems is it very dif&cult for the 
economist to remain uninfluenced by ethical and 
political considerations. This becomes inevitable, as 
Economics goes beyond a mere study of wealth, and 
concerns itself with the welfare of a community. 

METHODS OF STUDY. 

The modem economist combines the inductive and 
the deductive methods. 

The Deductive method impUes the reasoning from a 
few fimdamental propositions, the truth of which is 
assumed, to further propositions and conclusions. The 
"Classical" economists^ of a century ago used this 
method, and tried to make all economic phenomena 
fall within the ambit of some half-dozen laws. These 
economists were followed by the " Historical " school, 
who preferred the Inductive method, whereby a number 
of imdisputed facts were collected, generaUzations made 
about them, and these, in turn, tested by reference to 
further facts. In the last few decades there has been 
an increasing amount of scientific inquiry into economic 
and social conditions, and many valuable statistics and 
data have been obtained. 

Obviously, the Inductive method is the more likely 
to yield satisfactory conclusions, though in practice it 
is often dif&cult, even if it were desirable, to separate 
the two methods. The best results are obtained when 
the methods are combined. 

ECONOMIC LAWS. 

Though the economist speaks about economic " laws," 
he does not attribute to them the same rigidity as, say, 
the chemist to his laws. Some writers prefer the less 
definite term, " economic tendency." Economics, 

^ See Appendix on ** The Development of Economic Thought." 

2— (1881) 
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dealing with the motives and actions of human beings, 
cannot easily be resolved into a number of formulae, to 
which every human activity will be expected to conform. 
There are more " unknown quantities " than in exact 
sciences like chemistry and physics, and often one has 
to allow for varying conditions by inserting the phrase 
" other things being equal " in a statement of tendency. 
The operation of an economic law may be counteracted 
or concealed, but this does not disprove the law's 
existence and truth. The fixing of prices during the 
war seemed to some people a repudiation of the law of 
supply and demand, but subsequent developments only 
went to emphasize its truth. 

GENERAL SURVEY OF SUBJECTS TO BE STUDIED. 

In the definition given above, it was stated that 
wealth is an important, though by no means the only, 
subject in economic science. One may, therefore, 
begin with an inquiry into the nature of wealth and 
into the factors that go to produce it. These factors 
and the principles governing their appUcation are 
examined in the economics of Production. 

It is a truism that man's desires impel him to pro- 
ductive effort. His wants decide what and how much 
will be produced. The subject of Consumption lies at 
the root of all economic problems, but its ramifications 
are too wide to be studied satisfactorily in a separate 
section. It will be considered as occasion requires 
under the appropriate headings. 

In developed communities there are very few people 
who produce for themselves everything they require. 
Modem conditions and requirements make it practically 
impossible for a man to be economically independent, 
even if he wished it. Most people become specialized 
to supply a particular kind (or part) of commodity or 
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service, assuming that other members of society are 
producing the rest of the things required. This assump- 
tion rests upon an effective system of evaluation and 
exchange of goods. Hence the importance of the 
economics of Value and the Mechanism of Exchange. 

Having examined the principles of production and 
value, one proceeds to study the way in which the social 
product is shared out among the various factors of pro- 
duction, corresponding more or less to the different 
classes of the community. The question of how much 
goes to labour, to capital,* etc., is discussed in the 
economics of Distribution. 

Finally, the position of the State in relation to 
certain phases of economic life will be considered ; this 
will involve the study of Public Finance. 
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SECTION II 

THE EVOLUTION OF INDUSTRY 

ECONOMIC EVOLUTION. 

It is often necessary, when examining and trying to 
understand the present-day economic organization of 
society, to seek for an explanation in the factors that 
brought it about. A stmdy of economic history is, 
indeed, the necessary complement to economic science. 
It is only possible here to give the very briefest survey 
oi our general economic development. 

Economic evolution may be regarded from several 
angles. One may look at it from the viewpoint of pro- 
-duction, or of exchange and the market, or of the social 
and economic unit. 

In eariy times, man's material wants were few and 
simple, and could be satisfied by his own direct efforts. 
Hunting and fishing were the principal means of living. 
As there was no specialization of functions, no exchange, 
no complex system of distribution, economic problems 
as we know them to-day did not exist. As time went 
on, man learned to tame and domesticate animals. 
This led to the pastoral stage, in which existence was 
made more secure and wealth was increased. What 
little exchange took place was effected by barter. 

So far, man had Hved a more or less nomadic Ufe. 
The third stage, agriculture, was reached when he 
learned how to cultivate the soil. The land, which at 
first was held in common, added to the material com- 
forts and supported a bigger population. Cultivation 
of the land also tended to fix his residence. In primitive 
times, man used what he could find ; now he began 

6 
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to make what he wanted. Alongside agriculture devel- 
oped handicrafts, which gradually assumed an increasing 
share of man's activities until his whole time was often 
taken up. By now, money was in regular use, and 
trades were organized in gilds. (See below.) Effort 
for the satisfaction of wants was by this time very 
indirect, and the speciaUzation of functions intense. 
The problem of distribution, too, was growing prominent. 
Eventually, the factory era was reached, the machine 
supplanted handicrafts, while agriculture in the " old '* 
countries declined as fresh resources were discovered 
elsewhere. 

GROWTH OF SOCIAL UNIT. 

While this evolution had been going on, the unit of 
social life was growing in size. Conmiencing with the 
family in a tribal relationship, it developed into the 
manorial organization prevalent in the Middle Ages. 
The manor was a small community, economically self- 
sufl5cing. Agriculture was the principal occupation of 
the people, who held and cultivated the land in common. 
Almost everybody had a share of land, however small, 
the tenure being bound up with feudal dues and obliga- 
tions. Common pasture and cultivation practically 
disappeared as the manor decayed, though traces of the 
old system are to be found in a few parts of England. 

The unit of conmiunal Ufe grew in size as the town 
evolved. It must not be supposed that early town-life 
was inconsistent with agriculture, for this was often 
carried on within the town walls. Landholding used 
to be a necessary qualification for a burgess. 
• The town economy eventually developed into a 
national economy, and this in turn is being replaced 
hy an international economy. 

It is interesting to observe that economic development 
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always appears to go ahead of, and pave the way for, 
political development. Already we have reached the 
stage of international interdependence in industry and 
commerce, and this identity of economic interests may 
afford a strong foundation for amicable political 
relations. 

DEVELOPMENT OF INDUSTRIAL ORGANIZATION. 

Industrial organization has passed through the 
following stages — 

(i) The Family System — Preceding and also con- 
temporary with the mediaeval manor. 

(ii) The Gild System — ^A town economy, from the 
Middle Ages to about the sixteenth century. 

(iii) The Domestic System — Coincident with a national 
economy, roughly between the sixteenth and eighteenth 
centuries. 

(iv) The Factory System — ^An international economy, 
typical of the nineteenth and twentieth centuries. 

(i) The Family Sjrstem. The household was the centre 
of economic life. Wants were very few, and were 
usually satisfied by the family's own direct efforts, with 
comparatively Httle specialization. Agriculture was 
the main occupation, and wage-earners in the modem 
sense of the word did not exist. Organization 
accordingly was very primitive. 

(ii) The Gild Sjrstem. The gilds were of first impor- 
tance in the growth of the towns, which gradually sup- 
planted the manor as the social unit. This meant a 
bigger scope for economic enterprise, both in the size 
of market, and in the natinre and variety of goods. In 
many towns there was a gild for each of the principal, 
trades, to which entrance was carefully limited. The 
gildsman, as a rule, was a small master working along- 
side a few apprentices and j oumeymen. His organization 
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effected powerful control over the production and 
quality of goods. 

(iii) The Domestic System. As the gild system 
decayed, a new type of organization evolved in the 
form of the " domestic " system. People still worked 
in their homes, but — different from the " family " 
system — not for themselves, but for a merchant- 
employer. The middleman became prominent in indus- 
trial organization. Division of labour was extended, 
the organization being largely in the hands of the 
merchant, who was analogous to the modern employer. 
Relics of this system are still to be found among the 
hand chain-makers in the Black Country and the 
home-weavers in the Hebrides. 

(iv) The Factory Sjrstem. Since the Industrial Revolu- 
tion, the economic organism has grown very complex. 
Production is now for a world market, specialization of 
functions has grown intense, while the mechanism of 
exchange has been considerably developed. Large- 
scale enterprise, joint-stock companies, banking, the 
credit system, etc., are all bound up with modem factory 
production, and are subjects of inquiry in the following 
chapters. 

THE INDUSTRIAL REVOLUTION. 

Changes in our industrial methods and structure came 
about during the eighteenth and nineteenth centuries 
on such an unprecedented scale as to elicit the term 
*' Industrial Revolution." Hitherto, production had 
been relatively simple and on a small scale, carried on 
mainly by hand power, often in people's own homes. 
Agriculture had been the principal occupation, and Eng- 
land, until the end of the eighteenth century, exported 
food. During the sixteenth and seventeenth centuries, 
the policy of the State with relation to industry and 
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commerce was that of Mercantilism, in accordance with 
which the State took an active part in the regulation of 
economic conditions. This was evidenced in the 
Navigation Acts, the State interest in trading com- 
panies, apprenticeship regulations, etc. Together with 
the industrial changes, there was a reaction against the 
old Mercantilism with its restrictive tendencies. Its 
place was taken by the policy of non-interference or 
laisser faire, which reacted on the legislative and 
considerably facilitated the application of the new 
inventions and discoveries. 

The economic changes that took place were mainly of 
the following kinds — 

(i) Discovery and Extension of Resources, e.g. wheat 
fields abroad, ore supplies at home ; new foods, such as 
sago, tapioca, turnip, etc. 

(ii) Invention of Processes — 

(a) In Mining and Engineering, such inventions as 
the steam engine, the Davy lamp, Cort's rolling and 
puddling process, mild steel processes, etc. 

(h) In Textiles, the fl5dng shuttle, spinning frame, 
power loom, etc. 

(c) In Agriculture, scientific fertilization, rotation of 
crops, etc. 

(iii) Changes in Transport The application of steam 
led to the steamboat (Bell's Comet, 1813) and the 
locomotive (Stephenson's Rocket 1829). Canals were 
constructed and the roads were much improved. 

(iv) Changes in Economic Structure — 

(a) In agriculture, enclosure of common land. 

(b) Large-scale production and formation of joint- 
stock companies. 

(c) Development of banking and the credit system. 
General Results of Industrial Revolution — 

(i) Centre of industry moved from home to factory. 
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(ii) Hand-power supplanted largely by steam-power, 
dependent on new coal and iron supplies. 

(iii) Decline of villages and growth of towns. 

(iv) Concentration of population in industrial dis- 
tricts of Midlands and North. 

(v) Large-scale enterprise for a world market. 

(vi) Increased scope for and use of capital. 

(vii) Great increase in the national wealth (though 
the equity of the distribution among the different 
classes of the people is open to question). 

ECONOMIC EVOLUTION. 

The following table sums up the above developments 
in economic and social life — 



Industrial 
Develop- 
ment. 


Social 
Unit. 


Exchange. 


Market. 


Central 
Government, 


Hunting and 
Fishing 

Pastoral 
(Family) 

Agriculture 

Handicraft 
(Gild) 

Domestic 
Factory 


Family 

Manor J 
Town 

National 

Empire & 
Common- 
wealth 


Barter 
■ Money 

Credit 


little or 
none 

Local 
National 

International 


Little 

1 Mercan- 
tilism 

Laisserjair$ 
Regulation 
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PART I 

PRODUCTION AND CONSUMPTION 
OF WEALTH 



CHAPTER I 

PRODUCTION AND CONSUMPTION 

THE MEANING OF WEALTH. 

Wealth is sometimes broadly defined as " anything 
that can satisfy a want," but this definition i^ not pre- 
cise enough to be of much service to the economist. 
There are some kinds of goods that involve no effort 
and are so abundant in supply that they do not give 
rise to economic considerations, e.g. air, sunlight, etc. 
Though these are indispensable to life, they cannot be 
<:lassed as economic wealth. 

Economic Wealth is that which — 
(i) Possesses utiUty, or the power to satisfy a want ; 
(ii) Is limited in quantity ; and 
(iii) Is transferable in its use (not necessarily trans- 
portable). Economic considerations centre around 
exchange, and if the use of a thing is not transferable, 
no economic transaction can take place. While a 
singer's voice cannot itself be transferred, the pleasure 
that others derive can have an economic value, the 
pleasure here being equivalent to the use. 
Wealth can be classified according to whether it is — 
(i) Personal, e.g. skill of surgeon or artisan ; or 

Material, e.g. furniture, 
(ii) External, e.g. furniture, goodwill of a business ; 
or Infernal, e.g. singer's vocal ability. 
12 
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(Thus, goodwill and skill are respectively external 
and internal, though they are both personal:) 
(iii) Private, e.g. furniture, suit of clothes ; or 



Social, e.g. roads. ^ jV 



NATURE OF UTILITY. 

As indicated above, Utility is the attribute of anything 
that can satisfy a want, but it is not necessarily identical 
with " usefulness " in a moral or social sense. It is not 
the main business of the economist to determine whether^ 
a want is good or bad (this belongs to ethics), or whether 
the State should allow or disallow its satisfaction (this 
belongs to politics). If a thing is capable of satisfjdng 
some want, it possesses utiUty, though public policy 
may determine to limit or prohibit its use. 

Two men may put a different utility on the same thing 
(e.g. an economics text-book or hair-restorer), and a man 
may derive from the same thing different utilities at 
different times. The personal element here is of great 
importance. Apart from purely personal preferences, 
Utilities may be classified — 

(i) Elemental Utility, e.g. coal still in seams. 

(ii) Form UtiUty, e.g. coal at the pit-head. 

(iii) Place Utility — compare the utility of coal in an 
agricultural and an industrial district, or that of fish 
at a port and an inland town respectively. 

(iv) Time Utility — compare the utility of coal in 
summer and winter, or that of a cup of coffee before 
and after dinner. 

The subject of utility is of considerable import, and 
will come up for fuller treatment later in connection 
with the theory of value. 

PRODUCTION AND PRODUCERS. 

Production is the Creation of Utilities. When a chair 
is produced, the joiner takes so much wood, screws, etc.. 
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which have in themselves relatively Uttle utility, and 
fashions them into something of greater utility. Simi- 
larly, the men who transport the chair from factory to 
home add a utiUty of place ; the wholesalers, retailers, 
typists, etc., all contribute to the general process of 
production, and are entitled to rank as producers. 

Instances occur, of course, where there are too many 
intermediaries, causing a certain amount of waste* 
It is very largely a matter of organization. One advan- 
tage of large-scale enterprise is that the number of 
" middlemen " is reduced to a minimum. 

Production does not cease, therefore, when the com- 
modity leaves the premises of the actual makers ; the 
process is not complete until the article is in the hands 
of the consumer. 

" Over-production " of a commodity, from the pro- 
ducer's point of view, takes place when the supply is 
greater than the effective demand. It may be caused 
by faulty organization, or too optimistic anticipation of 
the market, or through unavoidable external events. 
A better term would be " misdirected production." 
From the consumer's point of view, general over-pro- 
duction would be impossible while some wants are 
unsatisfied. It has been contended in some quarters 
that over-production is really the reflex of under- 
consumption. 1 

CONSUMPTION. 

Consiunption is the obverse of Production, in that it 
is the destruction (as opposed to the creation) of utilities. 
The act of consumption may occupy a second or two, 
or be spread over centuries (cf. the consumption of a 

* More is said about over-production and under-consumption 
in connection with unemployment and trade depressions. 
(Chapters XI, §1, and XV, §3.) 
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sweet and a picture), and applies to both commodities 
and services. 

It is not sufficient to take a quantitative view, merely, 
of production and consumption. The quality of the 
goods is important, not only for the superiority to be 
desired in itself, but also for the reason that shoddy 
goods, requiring continuous replacement, divert labour 
and resources from channels where they might be more 
usefully employed. 

Production and consumption are, in a measure, relative 
terms, and the one often involves the other. What is the 
finished article to one group of men may be the material 
for others, e.g. iron used for making steel, steel for 
making nibs, nibs " consumed " by the professional 
writer in producing manuscripts, and so on. 

Some writers have distinguished the processes of 
consumption according to whether a thing or service 
is used in advancing production by another stage (as 
just exemplified), or whether it is used for the direct and 
personal satisfaction (as a hat or visit to a theatre). 
They term these respectively " productive " and " im- 
productive " consumption. This distinction, however, 
is not very profitable ; some so-called improductive 
consumption is necessary for Ufe itself. 

THE FACTORS OR AGENTS OF PRODUCTION. 

In early times, only two factors were necessary 
for the production of any commodity. Labour and 
Natural Resources. Production was very simple, 
no machinery or tools were used, and no long period 
of waiting elapsed between the first and last stages. 
As society evolved, man's needs grew more complex 
and his methods of production became less simple. 
He began to use tools, to put aside some of his 
product as a reserve or to be used in the production 
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of further commodities. This meant the use of 
Capital as the third factor of production. In 
modem times it has been reedized that a given amount 
of labour, capital and material in its natural state (or 
Land as the economist calls it) may have their com- 
bined jdeld increased if they are co-ordinated and 
regulated under skilled guidance. Thus a fourth factor 
is discovered in Organization. The term Enter- 
prise is sometimes preferred, on the ground that 
organization by itself is merely a form of superior 
labour (e.g. that of a works manager). 

Of these four agents,Land and Labour are undoubtedly 
the most fundamental and the earliest in order of 
development, though the others are of great importance 
in modern history. 

Labour and Enterprise may be regarded as the active 
personal services, while from Land and Capital are 
derived the passive services of property, 

LABOUR LAND or NATURE CAPITAL ENTERPRISE 

II II 

co-operate in yielding 



NET PRODUCT 



which is distributed in the form of 



WAGES RENT INTEREST PROFITS 



Digitized by LjOOQ IC 



CHAPTER II 

LABOUR 

Section 1. The Supply and Efficiency of Labour 

LABOUR. 

Labour denotes all economic effort, mental and bodily, 
that is directed to the production of wealth. Effort for 
the sake of pleasure without any monetary consideration 
(like pure sport) is excluded from this definition. 

Labour has been classified in various ways. One 
method is — 

(i) Work of organizing, 
(ii) Managing and supervising, 
(iii) Skilled work, both manual and mental, 
(iv) Unskilled work. * 

The distinction between these grades is, in certain 
cases, purely arbitrary, as they shade off almost 
imperceptibly into each other. 

A better method, perhaps, of classifying labour is as 
follows — 

(i) Responsible Mental (e.g. architect), 
(ii) Automatic Mental (e.g. typist), 
(iii) Responsible Manual (e.g. wood carver), 
(iv) Automatic Manual (e.g. dock labourer). 

LABOUR AND POPULATION. 

The supply of labour in general depends, of course, 
on the growth of population, about which there has 
been much theorizing. Over a century ago, Thomas 

17 
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Malthus formulated a doctrine which had consider- 
able vogue for a time. Briefly, his theory was that 
population tended to increase in a geometric ratio and 
to double itself every twenty-five years ; i.e. in every 
successive period population would grow thus : 2, 4, 
8, 16, 32, etc. On the other hand, however, natural 
suppUes of food etnd other necessaries only tend to 
increase in an arithmetic ratio, e.g. 2, 4, 6, 8, 10, 12, 
etc. This means that even if everybody, to start 
with, has ample supplies and some to spare, the time 
must come, sooner or later, when the population out- 
grows the means of subsistence. When in accordance 
with this alleged inexorable law of nature such a stage 
is reached, population must necessarily be restricted. 
This is done by the appHcation of checks, by Nature, 
or by man himself, or by both. The positive checks 
of Nature are famine, disease, etc. The preventive 
checks appUed by man are late marriages and moral 
restraint. Since Nature is ruthless and indiscriminating 
in cutting down the population, it behoves man in his 
own interests to apply his check consciously and 
deUberately. 

This pessimistic doctrine influenced economic thought 
for nearly a century, and did much to earn economics 
the name of " the dismal science." Arising out of it, 
for example, was the " iron law of wages," which stated 
that any increase in the income of the workers leads to 
a growth in population, and eventually to keener com- 
petition for employment. This must result ultimately 
in a reduction of the wage to the subsistence level. 
(This theory is dealt with in more detail in Chapter VIII, 
§ 2. See also Appendix.) 

Needless to say, Malthus's doctrine of population, 
however true it appeared at the time, has lost much of 
its force, and is not borne out by the facts. Firstly, 
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population does not grow as quickly as he suggested. 
Secondly, the means of living have increased at a more 
rapid rate than a mere arithmetic ratio. Malthus and 
his followers did not appreciate the importance of 
inventions and man's resourcefulness. 

THE EFFICIENCY OF LABOUR. 

This depends on the following factors — 

(i) Pectdiarities of stock and breeding, e.g. the 
superiority of a white over a Lascar crew. The pecuUar- 
ities are due partly to — 

(ii) Climate and environment. 

(iii) The standard of comfort, including quality and 
quantity of food and clothing. This will depend largely 
on (iv) and (v). 

(iv) The wage received. Up to a point, an increase 
in spending power may be accompanied by an increase 
in efficiency. 

(v) The manner in which the wage is spent. 

(vi) Number of hours worked. Up to a point, a 
reduction in hours may bring about an increase in 
efficiency during the hours worked. ^ 

(vii) General and technical education. 

(viii) Factory and sanitary conditions. 

(ix) Moral and social causes. Where a worker is 
dissatisfied, the work may suffer. 

(x) The organization of the workshop and industry. 
Efficiency may be improved, often, through a wiser 
management and co-ordination, a judicious allocation 
of jobs, etc, 

^ Many advocates of the short working day contend that, 
owing to increased efl&ciency, the output may not suffer. Other 
supporters admit that there might be some reduction in output 
per man, but assert that, provided the shift system is introduced 
or extended, the fuller use of machinery and plant will yield 
economies which will more than compensate for the loss. 

3— (1881) 
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Section 2. The Division of Labour 

DIVISION OF LABOUR. 

This is the most fundamental principle in industrial 
organization. It means the specialization of labour- 
power, both among groups and individuals, in such a 
way that the output is greater than would otherwise 
be possible. In primitive times there was Uttle or no 
specialization, beyond the apportioning of heavy and 
light duties among men and women respectively. As 
commimities developed, the division of fimctions among 
various groups evolved more or less spontaneously. 
Later there was division of labour within the group. 
Present-day specialization appHes to nations as well as 
to smaller groups and individuals. 

It should be noted that Division of Labour implies 
exchange, and would not be of much use without it. 
(In early times, there was neither division of labour nor 
exchange.) The principle now is : " Each man to his 
job or part of a job." Probably a better term is 
co-operation, in that the groups and members of a group 
co-operate (i.e. work together), whether dehberately or 
otherwise, for the common benefit.^ 

" Simple " division of labour is that form in which a 
number of men work together on one task (e.g. pulling 
a load). 

" Complex " division of labour indicates the appor- 
tioning of different tasks to different men, and is the 
kind usually referred to. 

OCCUPATIONAL GROUPINGS. 

The producing members of a community can be 
classified into the following groups — 

* The co-operation is by no means perfect ; faulty co-ordina- 
tion of specialists is an important cause of depressions and 
unemployment. (Chaps. XI, §1 and XV, §3.) 
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(i) Extractive, i.e. extracting raw supplies from 
Nature (e.g. fanning, fishing, lumbering). 

(ii) Constructive, i.e. manufacturing and making-up 
into finished articles, 
(iii) Commercial — 

(a) Distributive, e.g. shopkeepers, travellers. 

(b) Transport, e.g. railway services. 

(c) Banking and Insurance. 

(iv) Direct and Public Services to the consumer, e.g. 
services of teacher, singer, judge. 

In early times there was, of course, no such grouping, 
as men were practically self-sufficing. When the 
division of labour developed among individuals, dis- 
tricts, and finally among nations, these groupings 
became more distinct. A couple of centuries ago. 
Great Britain Uke other countries was primarily 
extractive. To-day such interests are overshadowed 
by the constructive and the commercial. It is the 
" new " countries that are mainly extractive, providing 
the "old** countries largely with food and raw 
materials. 

FORMS OF DIVISION OF LABOUR. 

(i) Division into Whole Industries and Calling^, e.g. 
cotton industry, mining, law. (See above.) This is a 
form of division of labour so primary that it is often 
ignored. A comparison with early times shows the 
remarkable change that has come about. 

(ii) Division of These Occupations into Groups of 
Complete Processes, e.g. the wool industry into sheep 
rearing, spinning, weaving, dyeing, merchanting. 

(iii) Division of These Processes into Part-processes. 
There is now specialization, for example, within the 
wool-spinning industry, according to whether the yarn 
is " woollen " or " worsted." 
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(iv) Territorial Division of Labour, or Localization of 
Industry. This is due to — 

(a) Physical and climatic conditions — including 
mineral resources and natural means of transport. 

(6) In a few instances, semi-political reasons ; e.g. 
the settlement of foreign refugee craftsmen under 
protection, such as the Flemings and Huguenots. 

These are original causes of localization, which 
becomes more estabUshed as a result of — 

(c) Adaptation of means of transport and com- 
munication. 

{d) Specialization of labour and capital. 

(e) Rise of subsidiary industries. 

{/) "Industrial Inertia/' An industry may con- 
tinue in a particular district when the original cause 
has disappeared, for reasons of specialized labour and 
capital, reputation or " goodwill " of district, etc. 
The Potteries, for example, no longer depend mainly 
on local suppUes of clay. 

ADVANTAGES OF DIVISION OF LABOUR. 

These may be shortly summarized — 
(i) Accruing to Industry generally — 

(a) Increased output. 

(b) Superior quality of work, as a rule. 

(c) Saving of time in workshops. 

(d) Lower cost of production. 

(e) Increased use of machinery. 
(/) Economical use of machinery : 

1. A complete set of tools is no longer necessary 
for each worker. 

2. Delicate and expensive machinery is entrusted 
only to skilled men. 

{g) Increased scope for invention. 
(This is not necessarily the same as increased 
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inventiveness on the part of the worker, an advan- 
tage often put forward, but hardly compatible with 
the monotony and dullness sometimes inevitable — 
see below.) 
(h) With localization of industry, there is a local 

supply of specialized labour. 

(ii) Accniing to Labour — 
(a) Increase of dexterity and skill through constant 

repetition. 
(6) Saving of time in learning a trade. 

(c) Diminution of physical strain (though this may 
be offset where the machine sets the pace). 

(d) Opportimity and demand for organizing ability. 

DISADVANTAGES AND LIMITS. 

(i) Disadvantages. These fall mainly on the worker, 
but indirectly affect the whole of industry. 

(a) Monotony and narrowing influence of the work. 
(h) Specialization causes immobiUty of labour. 
{See below.) 

In a few instances, the subdivided processes of 
one industry may resemble those of another {e.g. 
wool-spinning and cotton-spinning, or processes 
common to the making of clocks and typewriters) 
making possible a " flow " of labour from one group 
to smother. But when industry as a whole is 
depressed, possible mobiUty counts for Uttle. 

(c) Loss of sense of responsibihty, 

(d) Disadvantages attributable to machinery. (See 
below.) 

(e) Drawbacks of factory-Ufe and overcrowded 
towns. 

(/) Where the enterprise is on a large scale, the 
personal relationship between employer and employed 
is usually lost. 
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{g) If the industry is very localized, a depression 
in trade may cause more intense distress than if the 
industry were widespread, 
(ii) Limits to Division of Labour. 

(a) If the article has a very limited demand, it 
would not be economical to make fuller use of divi- 
sion of labour (except among those already employed, 
whose number might in consequence be dimipished). 

(b) Where the market is such that an increase in 
supply causes a considerable fall in price, it might 
not pay to add to the output. 

(c) Similarly where " diminishing returns " set in, 
even after economies of subdivision. This will be 
considered further in the next chapter. 

THE USES AND DRAWBACKS OF MACHINERY. 

(i) Advantages — 

(a) Relieves man of many heavy duties, some of 
which would be too burdensome for him working 
alone. 

(b) Reduces the amount of drudgery by taking 
over some monotonous repetitive jobs (though 
monotony is created in other directions). 

(c) Machinery works more quickly, and so yields 
a bigger output. 

(d) Goods are produced more cheaply. 

(e) Machinery is more accurate and regular. 

(f) " Standardization " is made possible. 

{g) The net result is more ef&cient and economical 

production. 

(ii) Disadvantages. The following objections are not 
very fundamental, and are due largely to the abuse, 
rather than use, of machinery. Foresight and social 
pressure may do much to minimize them. 
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(a) Skilled craftsmen are reduced to, or replaced 
by, semi-skilled machine operators. 

{b) Hand-work is said by some to be superior to, 
and more artistic than, machine-work. (This is not 
always true.) 

(c) Where a man has to keep pace with a machine, 
there is a certain amount of strain. 

{d) Introduction of machinery is alleged to be a 
cause of unemployment. This may be true in a short 
period, but in the long run machinery increases the 
output, reduces the price and stimulates further 
demand. The result may be more employment than 
before. (See " Machinery and Unemplojonent," 
Chapter XI, § 1.) 

On the whole, it must be admitted that the uses 
of machinery far outweigh the drawbacks. Modem 
communities could not exist by hand labour alone. 



MOBILITY AND IMMOBILITY OF LABOUR. 

This refers to the ease or dif&culty with which labour 
can " flow " from one direction to another. Labour is 
generally immobile rather than mobile, especially when 
compared with most forms of capital. 

Immobility of labour may be classified as follows — 

(i) Economic Immobility — 

(a) Horizontal, between trade and trade, but in the 
same grade ; e.g. a typist moving from a textile to a 
mining office. 

(b) Vertical, from one grade or occupation to 
another, e.g. a typist becoming a milliner. 

(ii) Geographical Immobility, i.e., from place to place. 
Home-ties, sentiment, ignorance of better conditions 
elsewhere, may all be responsible. 
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(iii) Social Immobility. Certain occupations are diffi- 
cult to enter owing to social and wealth barriers, and, 
to a certain extent, to trade union restrictions. 

Mobility of labour is usually more difficult among 
adults than youths, the latter being less " settled " and 
therefore more adaptable. 

The comparative immobiUty of labour is very impor- 
tant in considering the problems of wages and unemploy- 
ment. It is much simpler to bring about a " flow " in 
(ia) and (ii) than in the others. Emplojonent exchanges 
can only hope to tackle successfully horizontal and geo- 
graphical immobiUty. Vertical immobihty is bound up 
with the subdivision of labour, and involves more 
fundamental action and remedy. 

The subject is resumed in the sections on the inequality 
of wages in different trades and on unemployment. 
(Chapters VIII, § 2, and XI, § 1.) 
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CHAPTER III 

LAND AND CAPITAL 

Section 1 
Land and the Laws of Non-proportional Returns 

LAND. 

" Land " is the term used in economics to indicate the 
materials and forces supplied by Nature for use in pro- 
duction. It covers not only land in the ordinary sense, 
but such things as minerals, timber, brine, gases, etc., 
and natmral forces, like tides, winds, and simlight. 

The Productivity of Land Depends on — 

(i) Physical Conditions, such as fertihty of soil, 
latitude, climate, mineral wealth, etc. 

(ii) Economic Application. The yield may be improved 
through artificial manures, or irrigation, or even modi- 
fication of climatic conditions. Also improvements in 
transport and communication may bring a place nearer, 
as it were, to the market, and so increase its net 
productivity. 

Methods of Land Tenure — 

(i) Landlord and Tenant-farmer. This system is the 
rule in Great Britain. Land is let and sub-let on long 
or short lease. The money rent is fixed for a period by 
agreement. 

(ii) Peasant Proprietorship and Cottier Tenure — ^to be 
found in Belgium, France, and elsewhere. In France, 
about 40 per cent of the people are directly dependent 
on the land, and most of these are peasant proprietors. 

(iii) Metayer System — to be found in Southern Europe. 
Here the landlord lends some capital with the land, and 
receives a return proportionate to the produce, usually 
a half. 

27 
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(iv) Ryot Tenure — ^as in India. The owner-cultivator 
pays a fixed proportion of the produce to the 
Government. ^ 

Methods of Land Cultivation. Farming is said to be 
Extensive when the cultivator works over a large area 
of land, as in the new countries, finding it more profit- 
able to cover as many acres as possible, in a compara- 
tively superficial way, than to try and get every 
possible pound of produce from a more limited 
area. 

In thickly-populated countries where land is dearer, 
farming tends to become Intensive, which means that 
the limited piece of land now available is worked 
more thoroughly and scientifically so as to obtain a 
higher yield. The distinction is of importance in 
discussing the rent of land. (Chapter X.) 

Extensive farming is not necessarily the same as 
large-scale farming, nor intensive necessarily the same 
as small-scale farming. 



THE LAW OF DIMINISHING RETURNS. 

The Law of Diminishing Returns states that after a 
certain point, an increase in the capital and labour 
applied to production causes a less than proportionate 
increase in the amount of the product. 

It may be otherwise stated as the Law of Increasing 
Costs per unit produced. 

Suppose that a farmer has applied £700 worth of 
capital and labour to his land, and finds that the 7th 
dose of £100 yields a smaller return than the 6th, say, 
a product of £130 as compared with £140. He is thus 
experiencing diminishing returns, but he will not neces- 
sarily cease investing as soon as the additional jdeld 



Digitized by LjOOQ IC 



THE LAWS OF NON-PROPORTIONAL RETURNS 29 

per dose begins to fall. He will only stop appl5dng 
capital and labour when the return falls below the 
minimum deemed necessary to carry on. 

It is essential to note that the " doses " of capital 
and labour which yield diminishing returns need not 
necessarily be consecutive in order of appUcation. They 
may be appUed simultaneously, and still show the same 
result. 

Thus, 10s. worth of capital and labour apphed to a 
field every day for a week may yield a smaller extra 
return for the 6th appUcation than for the 4th. Simi- 
larly, £3 worth of capital and labour appUed at a time 
may not yield six times as much as if only 10s. were 
appUed. In the same way, a farmer taking on men 
may find that the 10th worker employed yields less 
than the 9th man, working at the same time, though 
the ability and efforts of the employees are equal. 
Diminishing returns, therefore, are not necessarily a 
matter of time. 

THE LAWS OF INCREASING AND CONSTANT 
RETURNS. 

The Law of Increasing Returns states that after a 
certain point, an increase in the capital and labour 
applied to production causes a more than proportionate 
increase in the amount of product. 

The Law of Constant Returns is similarly stated, 
except that the word constant is substituted for 
" more than proportionate." 

They may be otherwise termed the Laws of Diminishing 
and Constant Costs. 

The example taken above started with the farmer's 
6th dose. He may have foimd on commencing to 
invest, however, that the first dose of £100 had to be 
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spent on preliminaries with very little 5deld, (say) ,^25. 
The 2nd £100 may have produced £75, the 3rd-£125, 
the 4th.£l40, the 5th-£140, and the 6th-£140 (stage 
reached above). 
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Each rectangle represents the product of ;flOO application. 
Doses 1 to 4 yield increasing returns ; 5 and 6 a return constant 
with 4 ; 7, 8, 9, etc., duninishing returns. It is obvious 
that the farmer will stop applying capital and labour after the 
9th dose, for his return will be less than thei outlay. He may 
stop before the 9th if exact calculation is possible. The, 
"marginal ** dose is that which just pays for itself, leaving* 
no surplus. 

The dotted line denotes the returns to a constructive industry 
which has a longer period of increasing returns or diminishing 
costs. 

In such an instance, the farmer would have experi- 
enced increasing returns up to the 4th dose, constant 
returns from that to the 6th dose, and diminishing 
returns afterwards. 
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THE LAWS OF RETURNS IN EXTRACTIVE AND 
CONSTRUCTIVE INDUSTRIES. 

In agriculture, particularly, does the Law of Diminish- 
ing RetiuTis evidence itself, for the amount of land 
available is comparatively fixed. By modem methods 
of fertilization, scientific rotation, and improvements 
generally, the operation of the law is made less ominous 
than when Malthus wrote {see above. Chap. II, § 1), 
but the tendency is ever present. The period of 
increasing returns is relatively short. 

In constructive industry, on the other hand, the 
producer has more scope. His resources are not so 
limited in supply and, by a proper arrangement of the 
labour and capital goods at his disposal, he may enjoy 
a long period of increasing returns. Thus, in the 
manufacture of motor cars, the cost per car of the 
first batch would be very high, as the heavy preliminary 
and standing expenses would be distributed over a 
small number of imits only. As the nimiber of cars 
produced increases, the cost of each diminishes. 

The co-ordination and selection of the different factors 
of production, in such proportions as to get the maxi- 
mum return, is in accordance with the Principle of 
Substitution, which applies to all spheres of economic 
production and consumption. 

, It may be stated as a general rule that diminishing 
returns tend to operate more in extractive than in 
constructive occupations, and that increasing returns 
prevail more in constructive than in extractive occupations. 
The economies of large-scale enterprise are all indicated 
in the term " increasing returns." After a certain point, 
in whatever industry, the Law of Diminishing Returns 
always tends to operate, and man has constantly to 
use his ingenuity to offset this ever-threatening 
tendency. 
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In the matter of advertising, the laws of returns are 
very important. If a man is producing under increas- 
ing returns, it may pay him to spend money on adver- 
tising and create extra demand, thus allowing of increas- 
ing his supply at diminishing cost per unit. The cost 
of advertising under such conditions need not be included 
in the price of the article (though this cannot be said of 
all advertisements and prices). On the other hand, 
advertising something produced under diminishing 
returns or increasing costs might result in loss to the 
seller and public alike. 

The size of a business will be largely influenced by 
the nature of the returns. Since the large farmer 
in competition with the small farmer, reaches diminish- 
ing returns sooner than the large manufacturer in com- 
petition with the small manufacturer — ^in other words, 
as the manufacturer is better able to secure the 
economies of large-scale enterprise — it is more difficult 
to squeeze out the small farmer than the small 
manufacturer. 

Thus the tendency is for large enterprise to be more 
common in manufacture than agriculture, and for the 
" small man " to be more prevalent in agriculture than 
in manufacture. 

Section 2. Capital 
THE NATURE OF CAPITAL. 

Capital is wealth set aside for the production of 
further wealth. It has been observed in a previous 
chapter that, in early times, when one lived from hand 
to mouth, capital was comparatively unimportant. 
Labour was direct and for the satisfaction usually of 
one's own needs, while the necessary reserves were of 
small dimensions. With the growing variety of. and 
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demand for, goods, production became more indirect 
and drawn-out. This involved the ever-increasing use 
of capital in such forms as tools, machinery, stock, etc. 
With the Industrial Revolution, the need for capital 
grew considerably. As England changed from an agri- 
cultural to an industrial country, the power was trans- 
ferred largely from the landed proprietors to the new 
capitalist magnates. 

While capital is necessarily wealth, wealth is not 
necessarily capital (e.g. a tennis racquet — ^unless used by 
a professional player). Capital is only that portion of 
wealth that is definitely put aside to assist in further 
production, not for immediate personal consumption. 

The Two Conceptions of Capital. 

The failure to grasp the important distinction between 
the terms " capital " and " capitaHst" is responsible 
for much of the haranguing over the subject. The two 
conceptions of capital, therefore, should be clearly 
distinguished. 

(i) As an Agent of Production. This is the concep- 
tion concerning us at present, which we may call its 
natural characteristic. The problem of the ownership of, 
and derivation of interest from, capital is of great prac- 
tical importance, but does not affect the essential nature 
of capital as an agent. As such, it is indispensable in 
any form of industrial organization, whether individual- 
ist or collectivist. Socialists do not dispute its import- 
ance as a material requisite of production. Their 
objection is really to capitaHsm as implied in the second 
conception — 

(ii) As a Source of Income Without Direct Effort. 
This may be termed its acquired characteristic. On this 
point there is, of course, acute difference of opinion. 
The SociaHst claims that all capital is the result of past 



Digitized by LjOOQ IC 



34 THE SUBSTANCE OF ECONOMICS 

labour (" crystallized labour "), and that the extra 
product due to the use of capital should accrue to the 
whole community. He urges, therefore, not the destruc- 
tion, but the social ownership and control, of capital. 
The critics of SociaUsm contend, on the contrary, that 
without capital held as private property there would 
be insufficient saved for future production. 

THE FORMATION OF CAPITAL. 

It has been seen that while land and labour are funda^ 
mental agents of production, capital is secondary both 
in its evolution and in its importance. Land is a 
natural fac tor. wh^j^3.pit3lJsLjai4iZQdmed iactor. 

Capital is the result of past saving. One of the tasks 
of a Socialist commonwealth would be to ensure that 
sufficient wealth is kept back from inmiediate con- 
sumption. In times of very high taxation, too, there 
is the danger that insufficient reserve will be put 
aside. 

" Abstinence " is the word that used conunonly to 
be applied to saving, but this word may be taken to 
imply a certain " sacrifice " of present satisfactions. 
As there are people who have sufficient income to be 
able to save without experiencing this element of 
" pain," the term " waiting " is now preferred. 

The formation of capital depends on both the power 
and the will to save. The power to save is governed 
largely by the existence, if any, of an excess of wealth 
over the necessary consumption ; also by the efficiency 
of the joint-stock and banking systems for " collecting " 
relatively small amounts of capital, and putting the 
total to more productive use. The mil to save is 
influenced by the preference for future over present 
satisfactions, the security of the times and the 
anticipated revenue from savings. 
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FORMS OF CAPITAL. 

The different ways of classif 5dng capital are tabulated 
below. It should be borne in mind that the classes are 
not mutually exclusive of each other, and that a certain 
amount of overlapping is inevitable. 



Kind. 


Remarks. 


Fixed 

and 

Circulating 


Fixed capital is that which exists in durable 

shape, and is used repeatedly, e.g.machinery, 

ships, ofl&ce furniture. 
Circulating capital is that which fulfils its 

function in one use, e.g. nails, seeds, 

writing paper. 


Sunk 

and 

Floating. 


Capital is " Sunk " when it is highly special- 
ized in form, and cannot be adapted to 
other use, e.g. power-loom, pit-shaft. 

Floating capitsd is that which is not 
specialized, and can be adapted to different 
uses, e.g. money, coal. 


Individual 

and 

Social. 


Individual capital is a private possession 
as distinct from such forms of capital as 
the telephone system, roads, etc., which 
are socially owned. 


Material 

and 
Personal 


Material capital is that which has a concrete 
form, and the ownership of which is trans- 
ferable, e.g. a singer's piano. 

Personal capital, on the other hand, is the 
purely personal ability, in the training of 
which some wealth may have been invested, 
e.g. a singer's voice. 


Remuneratory 

and 

Auxiliary 


The first is the capital used for paying of 
wages ; the second that used for machinery, 
material, etc. Different occupations in- 
volve different proportions of each ; cf, a 
solicitor and a boot manufacturer. 



4— (1881) 
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CHAPTER IV 

ORGANIZATION AND ENTERPRISE 

Section 1. Economic Organization 

ORGANIZATION AND THE ENTREPRENEUR. 

Organization of industry is not as definite or easily 
definable as the agents of production previously dis- 
cussed, and it is still a matter of opinion whether it 
should be considered as a branch of labour rather than 
as a distinct factor to itself. But, however regarded, 
its importance in modem industry and commerce 
demands separate treatment. 

Fundamental to industrial organization is the 
division of labour, not merely the speciaHzation of 
individuals but of large occupational groups. In a 
workshop, skilful allocation and co-ordination of jobs 
increases the output, but economic organization is 
broader and deeper in nature than simple management, 
and is bound up with the very structure of society. 
(See Introduction, § 2.) 

Enterprise may be regarded as apart from, or included 
in, organization. Most production is now carried on in 
anticipation of demand, and success or failure depends 
largely on the ability of the Entrepreneur (Fr. entre- 
prendre = to undertake). He determines the nature 
and direction of the business, and arranges the resources 
available in such a way as to get the best return. The 
ideal entrepreneur is he who possesses foresight, the 
power of judgment, the knowledge when to take risk, 
and the ability to lead men and inspire confidence. 

The difference in function between the entrepreneur 
and the capitalist should be noted. The former, in 

36 
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theory, is concerned with organizing only, the latter 
with investing of capital. In practice, however, it is 
difficult often to draw a clear distinction, for a capitalist 
necessarily undertakes more or less risk, while the 
entrepreneur, as a rule, invests some capital. It is thus 
a difference of function rather than of individuals. 

SPECULATION. 

In ordinary language, the term " speculation " ranges 
from investment in anything below gilt-edge securities 
to sheer gambling. It covers — 

(i) Ordinary business enterprise and risk, 
(ii) Speculation proper, 
(iii) Illegitimate speculation. 
Of these, the first is quite legitimate and indispensable, 
the second also can be justified up to a point, but the 
third is indefensible from the social standpoint. 

Ordinary Business Enterprise and Risk. People pro- 
duce nowadays mainly on an estimate of what is likely 
to be demanded. One of the most important duties 
of the entrepreneur is to initiate production and 
co-ordinate it with anticipated needs. 

Speculation Proper. A dealer may foresee a shortage 
in the supply of a particular commodity and, expecting 
prices to rise in consequence, buys now in the hope of 
selling later at a profit. Increased demand may lead 
to higher prices now, with resultant faUing-off in con- 
sumption. Hence, present stocks will not be exhausted 
when the new supplies arrive, making the total future 
supplies more plentiful than the dealer had anticipated. 
The new price, therefore, will not be as high as if some 
of the old stock had not been conserved. 

Similarly, a dealer who foresees a glut in supply and 
consequent fall in price, may contract to sell at a future 
date at a price lower than the present level. This will 
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tend to bring prices down now, with resultant increase 
in consumption. When the plentiful supplies arrive, 
the old stocks may be so exhausted that there will be 
a bigger demand for the new suppUes than was anti- 
<:ipated. The price, therefore, will not fall to the level 
expected. Here, again, speculation helps to regulate 
production and consumption, and tends to " level out " 
:fluctuations in prices. 

The same applies, in a measure, to dealings in 
"' futures," as in the cotton and wheat markets. ^ 

This form of speculation is justifiable, therefore, in 
so far as the dealer is an expert in his market, and can 
accurately predict supply and price tendencies. Mis- 
takes in forecasting, however, will mislead others and 
only accentuate fluctuations. 

Illegitimate Speculation. This is very akin to gam- 
bUng, and the big profits that are sometimes made 
carry with them no corresponding economic service to 
the community. Speculating on insufficient capital, 
or blind deahngs by outsiders who are ignorant of the 
market, are forms of illegitimate speculation ; but 
unquestionably the worst kind is the deliberate manip- 
\ilating of market conditions with a view to profit. 
This is done by such methods as spreading untrue 
reports, or by " bull " and " bear " operations. Such 
operations occur usually, though not necessarily, in 
dealings in securities. 

In a " bull " operation, the manipulators begin by 
Ijuying in such quantities as both to force the price up 
and to give other people the impression that they are 
^' on a good thing " if they buy. When a suitable stage 
is reached, the " bulls " gradually begin to unload their 

^ Speculation in the stock and shaire market does not neces- 
sarily have the same beneficial results as legitimate speculation 
in the produce markets. 



Digitized by LjOOQ IC 



ECONOMIC ORGANIZATION 39 

stocks, at a figure considerably higher than the original 
purchase price, and (if they have been lucky) emerge 
from the operation with a handsome profit. 

In a " bear " operation, on the other hand, the 
operators begin by selling in order to depress prices, 
and follow this up by buying back at figures below those 
at which they sold. 

These operations are made still more of a gamble 
when the principals in a " bull " operation have not the 
cash to pay now, or even the certainty of it in the future, 
but promise future payment presumably out of the 
expected receipts of this transaction ; similarly, when 
the " bear " operators contract to deliver something 
which they have not yet in hand or even promised, 
but hope that out of the receipts they will be able to 
purchase and deliver it by settling-day. 

It is not unusual for such people to get " bitten." 

INSURANCE AGAINST RISK. 

A very important element in modern industry and 
trade is the machinery for insuring against risk. The 
principle of insurance is simply that the uncertainties 
among the few are *' levelled out " among the many. 
It is not known, for example, whether any particular 
building is likely to be burned down ; but actuarial 
experts, basing their estimates on past statistics, can 
predict fairly accurately the likely number of fires under 
certain conditions in a given period, and calculate the 
" premium " accordingly. The risk of loss is some- 
times spread over a still larger number of people by one 
insurance company insuring with another. 

The practice of insuring has been extended in almost 
every direction. The possibility of war, of a change 
in political conditions, of unfavourable weather, etc., 
can all be insured against. A company promoter often 
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has the issue of shares " underwritten," so that in the 
event of their not being taken up by the public, he will 
be assured of a certain amount of capital. 

LARGE AND SMALL BUSINESSES. 

Large-scale production is, of course, the keynote of 
modem industry, though it would be too soon to say 
that small concerns have lost their importance alto- 
gether. Referring to the notes on " Occupational 
Groupings " (Chapter II, § 2), one finds that while 
large-scale production is the typical unit of " construc- 
tive " and " commercial " enterprise, small-scale con- 
cerns are still fairly common in the " extractive " 
industries, not to speak of those who afford individual 
and direct services to the consumer. 
The Size of a Business will be largely determined by — 
(i) Nature of the industry. There is more scope 
for large-scale enterprise in constructive and com- 
mercial concerns than in extractive industries. This 
is accounted for partly by the operation of increasing 
or diminishing returns as the business grows (Chapter 
III, § 1). In extractive industries, diminishing re- 
turns tend to appear fairly soon, thus Umiting the 
economical extension of the business. 

(ii) Nature of the market. If the demand is sea- 
sonal or spasmodic, or subject to serious fluctua- 
tion, there is little opportunity for successful 
expansion. 

(iii) AbiUty and enterprise of the employer, 
(iv) Amount of capital available for expansion. 

ADVANTAGES AND DISADVANTAGES OF LARGE- 
AND SMALL-SCALE PRODUCTION. 

(i) Advantages of Large-scale Production. 

(a) Economies of large purchases and sales. 
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(b) Advantages of efficient division of labour 
(Chapter IV, § 1). 

(c) Economy of material. 

(d) Utilization of by-products. 

(e) Fixed expenses spread over large turnover 
(e.g. rates, insurance). 

(/) Ability to spend money on advertising, experi- 
ment and research. 

(g) Trade " ups and downs " can be better countered. 

(h) Continuity of production without wasteful 
intervals, 
(ii) Advantages of Small-scale Production. 

(a) Personal interest and supervision. 

(b) More regard for detail. 

(c) Knowledge of customers and ability to suit 
individual needs. 

{d) Direct contact between employer and employed. 

(iii) The Drawbacks of the one kind are, of course, 

largely correlative with the advantages of the other, 

but the following special disadvantages of large-scale 

enterprise may be added — 

(a) Failure of large businesses often entails loss 
for others. 

(b) A highly specialized large concent finds more 
difficulty than a small firm in changing the nature of 
its structure, or the direction of its effort, to meet 
altered circumstances. 

(c) Tendency to the formation of monopolies. 

JOINT-STOCK ENTERPRISE. 

The principle of joint-stock was understood and 
carried out in practice as far back as the sixteenth 
century, but it was only during the nineteenth century 
that company-formation became really prevalent and 
sound. 
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Before the Industrial Revolution there was compara- 
tively little need for large amounts of capital ; produc- 
tion was simple, and few long periods of waiting elapsed 
between the first stages of production and the sale of 
the commodity ; while agricultiure, which was then the 
main occupation of the people, necessitated little financial 
outlay. What money was required could, as a rule, be 
supplied by one man or a small partnership. 

After the Industrial Revolution, large capital invest- 
ment became indispensable and it was found increas- 
ingly difficult to find small groups of men who were 
able or willing to lay down the necessary sums. The 
practice of company-formation was resorted to in 
increasing measure ; without such an organization the 
construction of the canals and, later, the railways, 
would have been seriously impeded. 

A drawback of early joint-stock was that the liability 
of the shareholder was imlimited, and there was the 
danger, about the middle of the nineteenth century, 
that the supply of capital would run short of the demand. 
This danger was met by legislation, which established 
the principle of Umited liability. This was followed by 
a " boom " in company formation, and the number of 
corporations since then has steadily increased. At the 
present time there are about 60,000 registered companies 
in Great Britain. 

General Results. 

(i) Increase in size and scope of business. 

(ii) Power of large capital control, 
(iii) Growth of impersonal element in business, 
(iv) Division of function between the ownership 
and control of capital. 

(v) Free transferabiUty of shares, 
(vi) Spread-over of liability and risk of loss. 
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(vii) Ability of people with relatively small means 
to take part in enterprise ; possibly more productive 
use made of their capital. 

Section 2. Combination and Monopoly. 

THE TENDENCY TO MONOPOLY. 

The nineteenth century was a period of intense 
competition. Under the new industrial rigime, manu- 
facturers tended to take full advantage of the increas- 
ing retimis accruing to large-scale enterprise. As the 
costs of production per unit diminished, the prices to 
the public were cut and undercut, until, in certain 
industries, only the firms producing in great quantities 
could sell their products at a profit. 

As the size of these businesses increased, the rivalry 
between them was emphasized. Firms were either 
crushed or absorbed by the new mammoth enterprises 
until comparatively few concerns were left in the field. 
Competition now became so intense that it was often 
an alternative of still further combination or ruin. 
From this state of affairs emerged the Trust, 
which suppressed suicidal competition and controlled 
production and price. 

The principle of joint-stock and free- transferability 
of shares was of great assistance in the formation of 
these monopolies. A firm need only, as a rule, acquire 
a majority of the shares of a rival concern to obtain 
virtual control of policy and output. It' was thus a 
cheaper way than buying a business outright for its 
full cash vsilue. 

The Standard Oil Company in America was the first 
of the big trusts. A number of oil firms, after a period 
of severe competition, united their interests, and 
transferred the control to a few " trustees," thus 
naming the new organization. 
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While the trust is the typical form of monopoly in the 
United States, and, to a certain extent, in England, the 
Cartel is the type of organization in Germany, which is 
the principal other country where monopoly has seriously 
developed. The main difference between the two 
forms of monopoUst organization is that whereas the 
trust is an actual amalgamation of firms, with single 
control, the cartel is rather a federation of semi-inde- 
pendent concerns who dispose of their product exclu- 
sively through a central sales agency. In both cases, 
control of the market is aimed at and secured. 

The distinction in structure between the trust and 
cartel is partly due to the difference in the Common 
Law in the English-speaking countries and Germany. 
A contract that would be *' in restraint of trade " 
according to English legal principles is quite enforceable 
in Germany. There, two firms may contract not to sell 
more than so much produce, or at less than an agreed 
price. If one party broke its bond, the other could sue 
it for breach of contract and obtain damages. In the 
United States and this country, on the contrary, the 
law is opposed to agreements in restraint of trade. 
Such contracts, while not necessarily illegal, are not 
held in favour. A surer way of obtaining monopoly had, 
therefore, to be devised, and this was effected by bringing 
the firms into a single corporation, with central direc- 
tion and control. The trust is thus more unified than 
the cartel, though the latter, in its own coimtry, may 
be just as effective. 

KINDS OF MONOPOLIES. 

Monopolies may be Classified as follows — 

(i) Natural monopolies, arising from limitation of 
Nature's supply. 
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(ii) State-granted monopolies. These may take the 
form of patent rights, copyright, trade marks, etc. ; 
or they may be due to the practical recognition of (iii). 

(iii) Monopolies in certain industries that are the 
necessary result of economic organization, if full 
efficiency is to be obtained. It would be wasteful to 
have competing enterprises in gas, electricity and 
water supply, tramways, postal services, etc. In 
such instances, the State or municipality insists (or 
should insist) on single direction, by either taking 
over the service itself or granting sole privilege to a 
limited number of concerns, reserving the right of 
final control. Monopolies of this class are usually 
more permanent than (iv). 

(iv) Monopolies that are the result of industrial 
combination brought about to eliminate competi- 
tion, but not necessarily for purposes of efficiency. 
A trust is formed, as a rule, with the object of keep- 
ing competitors out of the field, though the incursion 
of the latter might be for the good of the community. 
It is this form of monopoly which meets with the 
severest criticism. 

(v) Temporary monopolies, such as " cornering " 
of supplies. This, too, is generally condemned. 

FORMS OF INDUSTRIAL COMBINATION. 

The principal types of industrial association and 
combination are — 

(i) Agreement to fix price, 
(ii) Division of selling-field. 

(iii) The Pool, i.e. profits pooled and divided in 
proportion. 

(iv) The Cartel, 
(v) The Trust. 
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(vi) The Holding Corporation, i.e. a nominally 
independent company, which holds a major proportion 
of shares in the other companies, so obtaining virtual 
control. 

(vii) The Merger ; the principal company buys, in 
and cancels stock of other companies which thereby 
cease to exist. 

" Horizontal " and " Vertical ** Combination. Com- 
bination is said to be horizontal when the firms involved 
have been engaged in producing or seUing similar things, 
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In this diagram, each circle represents a firm engaged at one 
stage or other in the production of a commodity. Hoiizontal 
and vertical combinations are indicated. 

Obviously, the most effective form of monopolist organization 
would be a combination of the two combinations. 

e.g. combination of a number of iron smelters. They 
unite for the purpose of getting — 

(i) Lower prices from the firms who supply their 
material ; 

(ii) Higher prices from their customers. 
Combination is said to be vertical when the firms have 
bpen engaged at different stages in the production of an 



Digitized by LjOOQ IC 



COMBINATION AND MONOPOLY 47 

article. The motive may be efficiency of production 
apart from monopoly. Vertical combination in the 
iron and steel industry, for example, allows of the metal 
going through several stages without cooling. Vertical 
combination alone may merely be a stage in large-scale 
production ; though it is not necessarily monopolist, 
however, it may be a step in that direction. 

ADVANTAGES OF MONOPOLIES. 

The advantages can be regarded from either the 
social or the trust's point of view. From the latter 
viewpoint, the advantages are obviously greater con- 
trol of the market and higher profits. From that of 
the public, the advantages are by no means in great 
evidence, although some of the economies of the trust 
might indirectly be for the general good. 

The General Advantages are to a large extent the 
same as those of any large-scale enterprise (q.v.). 

The following can be added — 

(i) Concentration of Production in the Best Equipped 
Factories. Though the formation of a trust may be 
accompanied by the closing-down of some works, it is, 
as a rule, only the inferior ones that are so affected. 

(ii) Regular Instead of Intermittent Production, If 
there were too many factories prior to the combination, 
regular working of them all would have meant " over- 
production." It is more economical to have fewer works 
producing all the year round than several intermittently. 
This also leads to regular and ready supply. 

(iii) Economy of Freights, Under a system of com- 
petition, factory A might send goods a long distance to 
within a short distance of factory B, which is producing 
the same kind of commodity, while B might send to 
a place near A. These "cross-freights" are very 
uneconomical, and are eliminated under single control. 
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each factory being instructed to supply the nearest 
market. 

(iv) Patent Rights, Special Brands^ and Trade Marks 
of particular firms can be utilized by all the members 
of the trust. 

(v) Costs of Advertising are considerably reduced. 
The money spent in advertising to capture a competi- 
tor's trade will thus be saved. This is also advantageous 
from the public's point of view. 

(vi) Reduction in Number of Salesmen and Travellers, 
Though the dismissal of these men might mean hard- 
ship, it is comparable to that caused by the introduction 
of machinery, which in the long run is for the general 
good. 

DRAWBACKS OF MONOPOLIES. 

(i) Prices Usually Raised. The cut-throat competi- 
tion often preceding combination means, as a rule, low 
prices for the consumer, which are promptly raised 
when an amalgamation or " understanding " is reached. 
While the consumer recognizes that very low com- 
petitive prices (sometimes below cost of production) are 
" unhealthy," he resents having to pay unfairly inflated 
charges. It is important to note, however, that a 
monopolist will not necessarily charge a high price, if 
this means a small demand. Everything depends upon 
the nature of the article, the elasticity of the demand, 
and also upon the possibility of a substitute. It may 
yield a higher net profit to seU a large quantity at a low 
price than to sell a little at a high price. (See " Monopoly 
Prices," Chapter VI, § 2.) 

(ii) Unfair Methods of Competition. This is the 
chief criticism of the trusts, which have attempted to 
cut out competitors by such means as selling under 
cost of production for a time until the rival is beaten. 
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discriminating prices,^ secret rebates on freights and 
purchases, deferred and pro\asional rebates to cus- 
tomers to secure monopoly of trade, the boycott, etc. 

(iii) Unemployment caused through the discharge of 
factory hands, salesmen, travellers, etc. (This is 
not a disadvantage in the long run, if there have been 
too many firms producing.) 

(iv) Speculation and Over- Capitalization made possible 
on the formation of trusts. 

(v) Killing of Enterprise. This allegation is not 
always well founded, especially when it is noted that 
trusts still keep up the emulative spirit in the works 
and on the distributive side by such means as bonus 
schemes, competitive selection for higher posts, etc. 
The trust kills competition as far as the consumer is 
concerned, but retains it in the internal organization. 

Attempted Remedies. 

Various attempts have been made in different countries 
to prevent or minimize the abuses associated with trusts, 
particularly the unfair methods of competition. In the 
United States, where the trust has most developed, 
much legislation has been passed to reduce the evil, but 
evasion so far has not been over-difficult. An attempt 
was made there to split the amalgamation into its com- 
ponent parts, but with the nominal breaking-up there 
emerged the " holding corporation," a super-company 
which held all, or a majority of, the shares of the sub- 
sidiary companies, thus exercising a control as strong 

* Coal as a rule is cheap at the pit -head and dearer as one 
moves away, according to the cost of transport. When the 
Westphalian Coal Cartel was formed, however, the reverse 
was the result. Coal was now dearest at the pit-head, and 
cheapest about mid-way between the pit and the next coal area. 
People near the pit -head who would not buy the coal produced 
locally, would have to pay very heavy transport costs to have it 
brought from another area. 
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as that of the original " trustees." Attempts to pre- 
vent the practice of discriminating prices were countered 
by special " fighting brands " which had only one price, 
but whose sale was restricted to areas where a rival was 
in the field. In devising schemes to remove the trust 
evil, care must be taken not to interfere with those 
economies that are the natural result of efl&cient 
organization. ^ 

TRUSTS AND THE FUTURE. 

There is much diversity of opinion on the future of 
the trust. Strange as it may seem at first, the trust is 
not entirely disapproved of by a certain section of 
Socialist thinkers — the " evolutionary school." While 
condemning the motives and methods of the monopolist, 
they regard industrial combination as an important 
stage in the development of society. They maintain 
that industry will become increasingly concentrated and 
at the same time simplified, and wUl thus facilitate the 
eventual transference of industrial control from private 
to public ownership. They regard the " capitalist " 
epoch as the " growing pains of society." 

On the other hand, it should be noted that, while the 
capital-con^ro/ may be getting into fewer hands, the 
number of capital-oze^^s (i.e. shareholders and others) 
is increasing every year. Further, the " small " firms 
do not appear to be dwindling as quickly as Marx and 
his followers suggest. In certain trades where per- 
sonal attention to individual tastes is desirable, the 

* As monopolies in this country have not reached the same 
stage as in the United States, comparatively little has been 
done to check their powers. The Ministry of Reconstruction 
appointed a Committee in 1918 to inquire into the position of 
Trusts in the United Kingdom. The Report, containing an 
excellent analysis of the situation, is well worth studying. 
(Cd. 9236, reprinted 1922, Is.) 
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" small " man has a distinct advantage over the trust. 
In agriculture, also, he is predominant. No accurate 
statistics are available for this country, but in the 
United States and Germany the number of " small " 
producers is slightly increasing. 
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PART II 

VALUE 



CHAPTER V 

THE THEORY OF VALUE 

Section 1 
The Labour and Cost of Production Theories 

THE NATURE OF EXCHANGE. 

In the foregoing analysis, it was pointed out that 
production was nothing else than the creation of utilities, 
which might be of various kinds. Any man who added 
a utility was a producer. Shopkeepers and bankers 
may add nothing tangible to the goods they help to 
distribute, but their services are indispensable. The 
utility they add is not one of form, but of time or place. 

It used to be contended that if one man benefited by 
exchange, another man must necessarily lose. This idea 
is no longer beUeved in. It is now held that if A ex- 
changes, say, his watch for B's cycle, A values the cycle 
at least as much as the watch, while B values the watch 
at least as much as the cycle. Both parties may gain by 
the transaction, proving the adage " exchange is no 
robbery." Similarly, in the use of money, the utility 
of the thing bought is not less than that of the money 
given. Exchange is the " barter of the comparatively 
superfluous for the comparatively necessary " (Jevons). 

The most fundamental problem in exchange, and, 
indeed, in the whole of economic science, is the 

52 
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consideration of the principles governing the exchange- 
power of a commodity or service. These principles are 
the subject-matter of this and the next chapter. 

VALUE. 

In ordinary speech, the term " value '* is used in 
more than one sense (e.g. the value of food, of a suit 
of clothes, of fresh air, of literature, of stocks and 
shares, etc.) ; it is necessary to distinguish between a 
common and the strict economic interpretation of 
the term — 

(i) Value in Use ; (ii) Value in Exchange. 

Value in Use is equivalent to utiUty, and is purely 
subjective in nature. 

Value in Exchange is equivalent to the power of 
exchange that one commodity has for another, and is 
objective in nature. This is the meaning of Value to 
the economist. 

Price indicates the value in exchange as measured in 
terms of money. The general theory of value must not 
be confused with the narrower theory of prices, which 
will be discussed later. 

In the early days of exchange, goods were traded for 
goods, without resort to money. This was the system 
of barter. Later, there evolved the monetary system, 
which considerably facilitated the exchange of goods. 
But the principles of value or exchange-power are not 
affected by any alteration in the mechanism of exchange ; 
they are more fundamental than money, which simply 
serves as a convenience and a help to exchange. 

Before proceeding to examine the modem theory of 
value, one may consider the earlier theories, viz., the 
Labour and the Cost of Production Theories. The 
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Labour Theory is held by many at the present time, and 
its influence is too important to be disregarded. 

THE LABOUR THEORY OF VALUE. 

This theory was expounded at different times by 
Adam Smith, Ricardo, Rodbertus, and others ; but it 
was left to Karl Marx to develop it most fully, and the 
theory is usually associated with his name. 

Briefly, it states that the value of anything depends 
on the amount of labour embodied in it. Labour is the 
source and measure of all values. The theory does not 
exclude the influence and importance of capital goods 
(like machinery), which, regarded as the product of 
past effort, are termed ** crystallized labour." 

Marx and his followers used this doctrine as an 
argument against the capitalist organization of society. 
Labour, they maintained, creates all value, but is only 
paid a bare subsistence wage. The difference between 
the real product of labour and the wage paid is the 
" surplus value '* which goes in the form of interest, 
profits and rent to the capitahst class. 

It would be untrue to say (as it is sometimes stated) 
that Marx did not recognize that a thing must have 
utility or use-value before it can have exchange-power. 
He definitely admits of the necessity of utility, but, on 
account of its variability, rejects it as a cause of exchange- 
value. Adam Smith had pointed out nearly a century 
before that things with the greatest use- value often had 
a low exchange- value (e.g. water), while other things 
with low use-value might have high exchange-value 
(e.g. diamonds). This '* paradox of value " only con- 
firmed Marx in disregarding utility as a standard in 
fixing the exchange-value of a commodity. 

By considering labour as the sole cause, Marx tries 
to explain exchange-value from the side of supply only. 
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His statement that the labour must be socially necessary 
is really a step towards the recognition of utility as a 
factor, but it does not go far enough. The modern 
theory of value allows for the influence of the supply 
side, while also stressing the importance of the demand 
side. 

It should be carefully observed that the exponent of 
the Labour Theory does not merely say that, under 
better conditions of life, values would depend on labour. 
He says that labour is the source of existing values. 
This statement presents certain difficulties. 

The Difficulties of the Labour Theory of Value may 
be summarized. 

(i) It tries tQ explain value from the side of supply. 

(ii) It offers no satisfactory explanation of what is 
to be the unit of labour taken for purposes of measuring 
values. How is the work of the mechanic, the clerk, 
the inventor, the author, the teacher, to be evaluated 
and compared ? Marx in one place takes labour-time ; 
in another, unskilled labour ; elsewhere, " average " 
labour. Ultimately he takes the socially necessary or 
" simple abstract human labour *' . as the standard. 
But he fails to explain why an hour of one class of 
labour is reckoned as twice as much as another. If it 
be answered that the economic service is twice as great, 
it is only saying that the community derives a bigger 
utility from one than the other. And Marx rejects 
utiUty. 

(iii) It does not explain the " paradox of value," 
whereby things with relatively little usefulness may 
have high exchange-values, and vice versa, 

(iv) It does not explain changes in value after a thing 
is made, e.g. houses may appreciate or depreciate in 
value according to whether the neighbourhood becomes 
fashionable or decays. 
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(v) It does not explain " scarcity values/' such as the 
high figures put on first editions, masterpieces, etc. 

THE COST OF PRODUCTION THEORY. 

This theory states that the cost of production governs 
the exchange value of a commodity. Like the labour 
theory, it argues from the side of supply ; different 
from that theory, it allows for the agents of production 
other than labour. Under free competition, the theory 
appears at first to be a sound statement, since high 
profits will attract competitors, who will add to the 
supply and reduce the price ; while low profits or a loss 
will drive producers out of the market, causing a shortage 
in supply and consequent high prices. Eventually the 
price will equal the cost of production. 

When it was pointed out that the costs of production 
vary from firm to firm, the theory was adapted in accord- 
ance, and in its new form stated that value depends on 
cost of production imder the most disadvantageous 
conditions prevailing at a time. In other words, the 
" marginal " costs determine the exchange power of a 
commodity. (This is considered below at greater 
length.) 

Summary of Criticism of Cost of Production Theory. 
(i) It tries to explain value from side of supply, 
(ii) It does not account for the " paradox of value." 

(iii) It does not allow for misdirected application of 
the factors of production. A building may be con- 
structed at great cost, and then be unused or scrapped, 
with little or no exchange-value. 

(iv) It does not explain changes in value after a thing 
is made. 

(v) It does not explain " scarcity value." 

More detailed attention may now be given to the 
theory of value in its developed form. 
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Section 2. The Marginal Theory of Value 

In the following analysis, value will be considered in 
turn from the sides of demand and supply. It will be 
shown that the " marginal utility " is the governing 
factor in demand, and that the " marginal cost of pro- 
duction " is the principal factor in supply. The point 
at which the marginal utiUty and the marginal cost of 
production coincide fixes the value. 

THE LAW OF DIMINISHING UTILITY OR 
SATIABLE WANTS. 

The Law of Diminishing Utility or Satiable Wants 
states that the additional satisfaction that a person 
receives from an increase in the supply of anything that 
he haSy diminishes with every imit that is added to the 
stock. To put this another way, the utility of a thing 
increases at a slower rate than an increase in the 
stock. 

A person who is hungry obtains considerable satis- 
faction from his first slice of bread. Though his himger 
is not satisfied, the edge has been taken off, and he 
will probably derive less utiUty from the second than 
from the first. ^ In the same way a person who is 
sight-seeing, finds that the pleasure derived from view 
after view gradually declines, even though the sights 
are of equal interest in themselves. This tendency to 
diminishing satisfaction is apparent in all forms of con- 
sumption, and rests upon man's physical and mental 
nature. It is conceivable that the stock of a com- 
modity might so increase that the utiHty of additional 

* Though increasing utility up to a point is conceivable ; 
e.g. if 3 yds. of cloth are necessary for a garment, a cut length 
of 2 yds. would have less than two-thirds the utility of 3 yds. 
An extra yard would thus afEord increasing utility. 
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amounts might fall to nothing, or even below. When 
the stock is so big as to render an increase objectionable 
or a nuisance, disutility has set in. 

It is very essential to note that the amount and 
quality of the successive units do not vary. Each slice 
of bread was identical, yet the first gave more satis- 
faction than the fourth. The fact that these units are 
interchangeable as regards quantity and quality is of 
considerable importance in discussing the determination 
of value. 

Diniinishing Utility as Applied to Money. 

Money, like everything else, is subject to the law of 
diminishing utility. The first £5 note of a man's income 
spent on necessaries yields more utility than the tenth 
£5 note spent on a luxury. It is a truism that a rich 
man attaches less importance to a sovereign than a poor 
person. In the economist's terms, he derives less 
utility from it than a poor man, because presumably he 
has already spent (or is capable of spending) many 
sovereigns in procuring necessities, comforts, and 
luxuries, the utility of the money thus gradually dimin- 
ishing. While the sovereign represents to him (say) an 
extra bottle of wine, providing relatively little utility, 
it may mean to a poorer man an extra pair of boots, 
possessing relatively great utility. 

APPLICATIONS OF THE PRINCIPLE OF 
DIMINISHING UTILITY. 

(i) To the Distribution of Income. Working on the 
principle of diminishing utility, social reformers urge 
that a more equitable distribution of the national 
income would, by itself alone, increase the total of 
satisfaction in a country. If a hundred poimds deducted 
from a rich man's income only means the deprival of 
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comparatively little utility, while the addition of that 
amount to a poorer man's income would increase the 
latter's satisfaction by more than the rich man has lost, 
methods should be devised, they say, to redistribute 
the national income on a more equitable basis. In 
short, it is possible to increase the national satisfaction 
without necessarily increasing the national production, 
though the latter ought probably to be increased in 
any case. 

(ii) To Taxation. Recognition is made of the prin- 
ciple of diminishing utility in graduated scales of taxa- 
tion for rich and poor. Suppose A and B to have 
incomes of ;f 2,000 and ;f 500 respectively. If the income 
were proportionate, say, 10 per cent, A would pay four 
times as much as B, viz., £200 compared with ;f50. 
But for reason of satiable wants, the loss of £200 to A 
would mean less sacrifice than one of £50 to B. Accord- 
ingly in the British income tax, progressive scales have 
been adopted (as opposed to simple proportionate ones), 
whereby the percerUage of income taken by .the State 
increases with the amount of the income. (The subject 
of taxation is considered in Chap. XX.) 

MARGINAL UTILITY. 

It has been seen that the utility of a thing diminishes 
with its supply. This does not imply, however, that a 
person will go on bujdng a commodity until the utility 
drops to zero ; on the contrary, he will, consciously or 
unconsciously, be comparing with this utility the pos- 
sible satisfaction to be derived from the consumption of 
other commodities. When the man mentioned above 
was very hungry, the utility of 2d. worth of bread was 
greater than 2d. worth of pastry. But when he has 
somewhat allayed his hunger, he may find that another 
2d. expended would jdeld more satisfaction from pastry 
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than from bread, owing to the diminishing utility of the 
latter. The utility derived from that amount of bread 
which the consumer thinks it just worth while to pur- 
chase is called its Marginal Utility. The man is, as it 
were, on the margin of doubt whether he should pur- 
chase any more, or buy something else which will yield 
him at least the s^me utility for his money. 

The marginal utility is not the lowest possible use 
that can be made of anything, but the utiUty of that 
amount which, in the opinion of the consumer, is just 
worth purchasing at a given price. The position of 
margin is not fixed, even for the same person ; still 
less so, when there are several people, each of whom 
may exercise varying preferences, i.e. derive different 
utilities from the same thing. A fall in the price of a 
commodity may determine a man to put it to some 
inferior use not considered worth the expense before. 
Or an increase in a man's income will have the same 
effect, in that he will purchase more of the commodity. 
In both cases, the marginal utility of the article will 
fall. Conversely, a rise in the price or a fall in the 
income will bring about a rise in the margin. 

In reality, of course, only one price is charged at a 
time for a commodity. Difference in prices according 
to variation in utility would be practically impossible. 
At any particular price there are some people who get 
the commodity for less than they are really prepared 
to give. On the other hand, there are some who will 
not purchase it, because they reckon the utility of the 
commodity as less than that of other things which they 
can buy at the same price. Thirdly, there is the inter- 
mediate class of person who considers that while he 
would not pay more, he is just prepared to purchase the 
commodity at the price charged. He is the marginal 
purchaser. 
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THE LAW OF SUBSTITUTION, INDIFFERENCE, OR 
EQUI-MARGINAL UTILITY. 
This law states that a consumer will so regulate his 
purchases that the marginal satisfactions derived from 
the different things will be equal. In other words, he 
gets most satisfaction out of his expenditure when he 
is getting equi-marginal returns from all the things con- 
sumed. This may be illustrated by a simple example. 
Suppose a man, going on a long walk, is about to buy 
tobacco and chocolate, and wishes to spend Is. on these 
to the best advantage. The respective utiUties to be 
derived from successive twopennyworths of tobacco and 
chocolate are shown in the following table — 
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If he wishes to get the maximum satisfaction for his 
outlay, and assuming it is possible to make precise 
calculation, he will spend 8d. on tobacco and 4d. on 
chocolate, for at this point he derives 47 units of satis- 
faction, the highest in the scale. Another 2d. on 
chocolate would mean the loss of 1 unit ; another 2d. 
on tobacco would mean the loss of 3 units. 

The tendency is for people to purchase such quantities 
of different commodities that the satisfactions at the 
margin are equal. It becomes a matter of indifference, 
as it were, whether they buy " a little more or less " 
of one commodity or another. To state this another 
way, the satisfactions to be derived at the margin can 
be substituted for each other with little or no loss to the 
total satisfaction. 

MARGINAL UTILITY AND PRICE. 

The inter-relation of the marginal utility and the 
price of a commodity is of first importance in economics, 
for on it largely depends the modern theory of the 
determination of values in exchange. 

This may be illustrated by another example. Sup- 
pose a woman to be buying butter, which may be used 
for more than one purpose in the household, and for 
which, be it noted, there are possible substitutes. Let 
it be observed also that the woman is only one of thou- 
sands of purchasers, for whom, in a perfect market, 
there can be only one price at a tiihe. Rather than go 
without butter, she would be willing to pay at a 
particular time — 

4/- for the 1st pound 
3/3 „ 2nd „ 

2/6 „ 3rd „ 
2/- „ 4th „ 
1/6 „ 5th „ 

How many pounds of butter will she buy and at what 
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price ? It is evident that if the price were Is. 6d. per 
lb., she would buy 5 lbs. ; if the price were 2s., she 
would buy 4 lbs. ; if 2s. 6d., 3 lbs. ; and so on. 

Assuming that the actual price were 2s. per lb., the 
marginal pound of butter would be the fourth. It is 
just worth buying 4 lbs. of butter at that price ; to buy 
5 lbs. would mean pajdng another 2s. for an extra 
Is. 6d. worth of utility Since the pounds of butter are 
identical and inter changeable, the marginal utility of the 
fourth pound is that of all the butter, and the price of the 
marginal pound of butter will be the price of all the butter 
purchased. (Otherwise one would be pajdng different 
prices for the same thing according to varying utilities 
derived from it.) This means that the price measures 
the marginal utility of the thing purchased. 

As the average purchaser aims at putting his 
money to the best use, and, consciously or otherwise, 
evaluates and compares the respective utiUties of all 
the things he buys, it may be stated further that prices 
of all commodities and services tend to equal the 
respective marginal utilities as measured in terms of 
money, and relatively to the marginal utility of money. 

Total Utility and Consumer's Surplus. 

The woman who bought 4 lbs. of butter derived 4s. 
worth of utility from the first lb., 3s. 3d. from the 
second, 2s. 6d. from the third, and 2s. from the fourth, 
a total utility of lis. 9d. Presumably she would have 
been prepared to pay this sum rather than go without 
the 4 lbs. But as shown above, she only paid 8s. for 
the 4 lbs. (i.e. four times the utility of the marginal 
• pound, measured in money). The difference between 
the price that one would be wiUing to pay, and that 
which is actually charged, is termed "Consumer's 
Surplus, ' ' here equivalent in terms of money to 3s. 9d. 
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Diagram Illustrating Diminishing Utility, Total 
AND Marginal Utility, and Consumer's Surplus 
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In this diagram rectangle a represents utility derived from 
the 1st unit of anything, h the utility from the 2nd, and so on. 

The utility is seen to diminish, until the 8th unit h is on the 
border between utility and disutility. A 9th unit / would yield 
complete disutility. 

Suppose the 5th unit is the one which the consumer just 
finds it worth while to purchase at the price ; e will represent 
the marginal utility. The total utility will he a -^ h -\- c -\- d -\-e. 
The consumer's surplus will be the inclusive area above line CS 
parallel with OX, and may be represented as total utility 
minus 5 x e. 

DETERMINATION OF MARGIN FOR CONSUMERS 
IN GENERAL. 

Again reverting to the example above, it was seen 
that the woman derived lis. 9d. worth of utility from 
an outlay of 8s. It might be asked, why was she not 
charged (say) 2s. lid. per lb., seeing that she would 
still be Retting lis. 9d. worth of satisfaction for lis. 8d. ? 
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The answer has already been given, but may be repeated 
in brief form — 

(i) If the price were 2s. lid., the woman in question 
would not buy the third and fourth pounds, which only 
represent 2s. 6d. and 2s. worth of utility respectively. 

(ii) She is only one of thousands of purchasers, each 
having varying preferences. Some would pay more, 
some less, than the woman in our example. A different 
price for everyone would mean chaos. 

(iii) The object of butter makers is not necessarily to 
sell at the highest price (this may mean small demand) 
or to sell as much as possible (this may mean a serious 
fall in price), but to sell at such a figure which yields the 
biggest profit. Selling large quantities of butter at 2s. 
per lb. might yield greater profit than selling smaller 
quantities at 2&. lid. 

COST OF PRODUCTION. 

It is obvious that the normal supply price of a com- 
modity is not going to be below the cost of production, 
or rather, since the conditions might change between 
making and selling, the cost of reproduction. 

Though a hne is sometimes drawn between the cost 
of production, meaning the amount of labour, capital, 
etc., used, and the expenses of production, signifying 
the sum of money spent on wages, interest, etc., the 
distinction is not of much importance in the present 
connection. ^ 

Total cost of production is made up of prime costs 
and siM>plementary costs. By prime cost is meant the 
specific expenditure on the product in the way of 
material, labour, etc., but excluding the general estab- 
lishment costs of the factory. The prime costs stop 
when a factory stops. Supplementary costs, on the 

^ But see pp. 96-97. 
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contrary, are regular establishment charges, like rent, 
taxes, etc., which go on being incurred whether the 
factory is running or not. 

The importance of the distinction is seen in times of 
falling prices. A manufacturer with large supple- 
mentary costs is not so ready to stop producing as one 
with low supplementary charges, and may be willing 
for a while to produce for the price of labour and 
material only. 

THEORY OF SUPPLY PRICES. 

To say that the cost of production governs the supply 
price, however, is somewhat vague, as there may be 
several firms producing the identical commodity at 
varying costs, according to the different standards of 
organization and efficiency. Which firm's cost is the 
determining factor ? The answer is the marginal firm, 
i.e. the firm which just manages to pay its way. (Of 
course, there may be more than one such firm on the 
margin.) Its costs are higher than those of other firms 
producing at the same time, but as the demand is 
sufficient to absorb the total output of all the existing 
firms at a price equivalent to the costs of the marginal 
firm (including cost of selling, and a minimimi profit 
without which one would not normally carry on), these 
costs will tend to equal the supply price of all the firms. 
While some of the '* super-marginal " firms could sell 
for less if they wished (since their costs are lower than 
those of the marginal firm), they will not do so because 
they are able to sell all their output at the higher price. 
Though a firm will not sell at a price below its cost of 
production, it will charge as much above as it can get. 
The marginal cost of production applies not only to the 
marginal producer, but also the marginal output of any 
producer. 
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It follows from what has been said that there is a 
" producer's surplus " comparable to the " consumer's 
surplus." More will be said about these surpluses in 
the chapters on Distribution and Taxation. 

THE LAW OF SUBSTITUTION, INDIFFERENCE, OR 
EQUI-MARGINAL RETURNS. 

It was shown above that a consumer tends to lay out 
his expenditure in such a way that the marginal utilities 
of all the things purchased are equal. In the same Way, 
a producer tends to employ the factors of production in 
such proportions that the marginal returns from each 
are equal. If a sum of money is about to be added to 
a business, and can be spent in the form of new plant 
or more labour, or both, the entrepreneur will appor- 
tion the expenditure in such a way as to get the maxi- 
mum gross return, and this will be done when the 
marginal returns are equal. 

It may be asked why those super-marginal firms 
mentioned above do not increase their output and 
make extra profits. The reason may be that they are 
already near the limit of economical production. {See 
" Diminishing and Increasing Returns," Chapter III, 
§ 1.) A firm tends to produce up to the point where the 
marginal costs equal price. Production after this point 
would mean adding more to the cost^ than to the 
receipts. Suppose, however, that the output of these 
firms is capable of profitable expansion, and the directors 
decide to increase their sales. In order to capture the 
market, they will, presumably, reduce the price. The 
result will be that the firm which had been marginal will 
now have to close down, for the price obtainable is less 
than its cost of production. (In practice, of course, a 
firm may carry on at a loss for a while, in hope of bette" 
times.) The marginal cost of production, then, i^ not 

6— (1881) 
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permanently fixed any more than the marginal utility 
of the consumer. Changes in the market price level 
alter the position of the margin. 

At any given time, therefore, there are a number of 
firms {M-oducing similar goods at varying costs, but all 
selling them at one price. This price must be equal at 
least to the costs of the marginal firm, or better, to the 
marginal cost of production. 

CONCLUSIONS ON THE THEORY OF VALUE. 

The Labour and Cost of Production Theories were 
seen to fail mainly because the}^ attempted to explain 
exchange-value from the side of supply only. A theory 
which attempted to explain value from the demand side 
only would have to contend with at least as many diffi- 
culties. Labour and the other elements are very 
important, but they are not the only factors. In the 
modern theory, both supply and demand are con- 
sidered. While due importance is attached to the cost 
of production, stress is also laid on the utility that the 
consumer derives. 

It has been shown that utility is the principal factor 
in demand, and that the exchange-power of a commodity 
tends to equal its marginal utility. Also, that the chief 
factor in supply is the cost of production, and that the 
exchange-power of a commodity tends to equal the marginal 
cost. 

Demand and supply tend to balance at a point where 
the marginaj utility is equal to the marginal cost of 
production, both as measured in terms of money. This 
point fixes the price or money-exchange value. 

Importance of the Element of Time. A slight quali- 
fication of the theory has to be made. In a short period, 
i.e. when there is insufficient time to increase or decrease 
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the supply of anything in accordance with changed 
requirements, demand will tend to play a bigger part 
than supply in affecting value. In a long period, when 
the necessary adjustments can be made, conditions of 
supply will tend to have a greater influence. 

"Thus we see that utility and cost of production both play a 
part in governing value. And we might as reasonably (uspute 
whether it is the upper or the under blade of a pair of scissors 
that cuts a piece of paper, as whether value is governed by 
utility or cost of production. ... As a general rule, the shorter 
the period we are considering, the greater must be the share of our 
attention which, is given to the influence of demand on value ; and 
the longer the period, the more important will be the influence of 
the cost of production on value." (Marshall.) 

The marginal theory satisfactorily overcomes the 
difficulties that beset the earlier attempts to explain 
value, which were shown to attach too little importance 
to utility. The utility of misdirected resources is low, 
and therefore the exchange-value is low. Similarly, a 
high utility is attached to things that are scarce, while 
changes in the utility of a thing after production bring 
about changes in the price. Finally, the '* paradox of 
value " in the case of water, for example, can easily be 
explained. Though water is essential for life itself, its 
exchange-value is extremely low, because the supply is 
so abundant as to cause the utility of the marginal unit 
to be almost negligible. Water is as freely available for 
watering a garden as for drinking, and the lesser use 
governs the value of the higher. 
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CHAPTER VI 

SUPPLY AND DEMAND 

Section 1. Market Price 

MARKETS. 

The word " market " used to refer to a place or 
building where sellers and buyers congregated for the 
purposes of sale and purchase. The meaning, in 
principle, has remained the same, but has been extended 
to cover a set of conditions as well as a particular 
place. The tern^ now covers a commodity or com- 
modities with the respective buyers and sellers, and, 
under best conditions, implies free competition between 
buyer and buyer, seller and seller. The market for a 
commodity may be restricted in area or be world-wide ; 
it may be of short duration or cover a long period. 

In the Evolutioh of the Market, four stages may be 
distinguished, and examples of each can still be found. 

(i) The Localization of Markets. Buyers and sellers 
would meet in an agreed place, the latter exhibiting all 
the goods they were offering for sale. 

(ii) Selling by Sample. By this means, the expense 
of transporting goods was reduced, the area of the 
market increased, and competition became more effective. 

(iii) Selling by Grade. This is a further development 
in the growth of the market. The different qualities 
are graded or standardized, with the result that a buyer 
need only quote the identifying mark of the grade 
required. Resort to samples becomes less necessary 
where grading is practicable. 

(iv) Specialization of Markets. The modem market 
70 
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tends, for reasons of efficiency and convenience, to grow 
more specialized. While the old-type market sold 
almost everything, the market of to-day deals usually 
with one class of goods only. 

Conditions of a Perfect Market. 

(i) Easy and^peedy means of communication between 
buyers and sellers throughout the market. , 

(ii) Free competition among sellers and among buyers. 
In a perfect market, there can be only one price for a 
commodity at a time. 

(iii) Wide extent of market. Where the commodity 
is bulky or heavy, the transport costs may be very high, 
naturally restricting deahngs. The market for securi- 
ties, trade bills, etc., is very wide, and the nearest to 
attaining the conditions of perfection. 

NORMAL PRICE AND MARKET PRICE. 

The Normal Price is the average price that obtains 
through a long period, the pivot, as it were, about 
which the varying prices oscillate. 

The Sub-normal or Market Price is the short-period 
price at which the amount offered for sale is equal 
to the amount demanded. Price variations are a com- 
mon feature on the markets and, where the article is 
seasonal or perishable, the fluctuation may be very 
pronounced. 

Should the market price be higher than the normal 
price, production will be increased until the price falls. 
If, on the contrary, the market price is below the normal 
price, production will be restricted until the price rises. 

Normal price tends, under free competition, to equal the 
cost of production. As indicated above, this means the 
marginal cost of production. 

If the price is above the cost of production (including 
minimum profit) and competition is free, competitors 
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will come into the market, increase the supply, and force 
the price down. Conversely, if the price falls below the 
cost of production, the supply will be restricted and the 
price will rise again. 

Perfect Competition is Seldom Realized. 

Perfect competition between seller and seller on the 
one hand, and buyer and buyer on the other, is not 
usually reahzed in practice. Hence, though normal 
prices tends to equal the cost of production, they may 
not coincide. The chief reasons are — 

(i) Custom and Habit. Custom may keep a price 
above the normal price level (i.e. the marginal cost of 
production), but cannot, in a business world, keep it 
below. 

(ii) Immobility of Labour. There is always a certain 
ajnount of inertia, the mobility being hindered by family 
ties, personal preferences, ignorance, etc. 

(iii) Long Period Production. Production usually 
begins a considerable time before marketing, making 
precise calculation difficult. Where conditions change 
in the interim, the cost of reproduction has to be 
considered. 

(iv) Perishable Goods and Seasonable Demand. Where 
the goods are perishable, they cannot be held over for 
better prices. Similarly, where the demand is season- 
able or spasmodic, the normal price may be weH above 
the cost of production. 

(v) Large Fixed Capital. Where a huge capital 
expenditure is an essential preliminary to production, 
competition may be restricted. Here conditions are 
akin to monopoly. On the other hand, a large plant 
may be kept working for a time at a loss rather than 
close down. 

(vi) Monopoly. Where there is a monopoly of pro- 
ducers, the price may be considerably above the cost 
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of production ; where there is a monopoly of buyers, 
the sub-normal price may, for a short time, be below the 
cost of production. 

NATURE OF DEMAND AND SUPPLY. 

(i) Demand must be distinguished from " desire," 
which only indicates a wish for something. 

Economic demand postulates three conditions — 
[a) Desire for something ; 
{b) Means to purchase it ; and 
(c) Willingness to use those means. 

Demand, therefore, is effective desire. 

In the same way, supply must be distinguished from 
" stock " ; supply is the amount of the stock that is 
actually offered for sale. The more perishable a com- 
modity, the more identity there is between stock and 
supply. 

Though desire and stock may be regarded without 
direct reference to price, there is no such thing as demand 
and supply apart from price. 

(ii) The demand for anything is said to be elastic 
when a rise or fall in price causes an appreciable fall or 
rise in demand. 

It is said to be inelastic wheh movements in price 
have comparatively little effect in the demand. 

The demand for necessaries is, on the whole, inelastic ; 
for luxuries the demand is usually elastic. 

Where there are possible substitutes, the demand will 
be niore elastic than otherwise. 

Similarly, supply is said to be elastic when it varies 
appreciably with a change in price ; inelastic when 
price-changes have relatively little effect. 

[Some writers distinguish between the " intensity " 
and " extensity " of demand. By the former, they mean 
the point which the price reaches ; by the latter, the 
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quantity bought at that price. The use of the terms is 
quite unnecessary, however, as their meanings are 
already covered by the ordinary terms in use, " price " 
measuring " intensity," and " demand " equivalent to 
" extensity."] 

ALTERNATE, COMPOSITE AND JOINT DEMAND 
AND SUPPLY. 

(i) Alternate Demand and Supply. Demand is said 
to be alternate when a choice can be made between 
things that may substitute for each other. Thus there 
is an alternate demand for butter and margarine,' wool 
and cotton, electric and gas light, etc. A shortage in 
the one may cause a rise in price, but not so high as 
if there were no substitute. Thus, the price of the 
one will be influenced partly by the price of the other. 
The price of margarine may go up or down with the 
price of butter, quite independent of its own cost of 
production. 

Supply is said to be alternate when one set of factors 
can be made to turn out more than one class of goods. 
Thus land can be used for growing either wheat or 
barley, whichever is the more profitable. 

(ii) Composite Demand and Supply. Demand is said 
to be composite when a commodity is demanded for 
two or more different purposes (e.g. coal used in 
manufacture and the household). 

Supply is said to be composite when a commodity can 
be produced from two or more quarters (e.g. different 
firms turning out boots, or a motor and a train supplying 
conveyance). 

Most demand and supply is composite, except where 
there is monopoly, which can exist in demand, as well 
as supply. 
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(iii) Joint Demand and Supply. The demands for 
two or more things may be complementary (e.g. pipes 
and tobacco). For both pipes and tobacco there is 
a joint demand. The ratio of one to the other may be 
variable (as in above example) or fixed (as in steel knife- 
blades and ivory handles). Further, a thing may be 
demanded, in more than one joint relation, and may 
also be desired for its own direct utility. 

A deraand for anything involves indirect demand for 
the factors that have gone to produce it (e.g. demand 
for bread involves demand for land, seed, labour, 
machinery, transport, etc.). This is called derived 
demand. 

Things are said to be in joint supply when they can 
be produced from a single source (e.g. mutton and wool ; 
leather, beef, and milk). The ratio may be variable or 
fixed. 

Influence on Price. 

These conceptions are of great importance in the 
determination of prices. In the case of joint supply, 
for instance, while the price of the total product will 
obviously equal the sum of the prices of the constituent 
parts, the proportions of the latter to each other will 
depend partly upon conditions of supply, partly upon 
those of demand. The producers of linseed and flax will 
aim at getting a gross return equal at least to the cost 
of the joint production. If the demand for one of the 
joint products is not sufficient to absorb the supply, the 
price may be lowered so as to increase the demand. 
Similarly, the price of the other product may be raised 
in order to restrict the demand. Where the goods are 
produced in a fixed ratio, it follows that their respective 
prices must be at such a figure that they are demanded 
in the same proportion. 
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MARKET PRICE. 

It has been seen so far that the price of a commodity 
tends to equal its marginal utility as measured in money, 
and that it also tends to equal the marginal expenses of 
production. One would expect, therefore, that the point 
at which the marginal utility on the consumer's side as 
measured in money balances the marginal expenses on the 
producer's side will fix the position of the price. 

This may be illustrated by a further application of 
the example of butter given above. It was noted that 
if the price of butter were 4s., the housewife would buy 
1 lb., but when it fell to 2s. she would buy 4 lbs. An 
increase in demand follows a reduction in price, partly 
because the previous consumers purchase more, partly 
because the number of consumers is increased. Over a 
whole community, the figures might work out as follows — 

If the price were 5/- per lb., 10 million lbs. would be demanded 
4/- „ 15 
3/- „ 20 
2/- „ 35 
1/6 „ 50 
1/- „ 60 

[These diagrams, like the others in this book, are 
supplementary to, not inherent parts of, the text, which 
is intended to be complete in itself.] 




20 30 40 
QucLntLty 



OQjnLUtort lbs 
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Regarding now the price from the producer's point of 
view, we see that the low price of Is. per lb. would 
not result in much production. Only those dairymen 
whose costs were very low could produce butter at that 
price and make a profit. If the price were raised, the 
supply would be increased, partly because the first 
dairymen will push up their production until they 
reach their margin (see Chapter V, § 2), partly because 
the number of producers will be increased. 




20 30 40 

QucLittitj/ 



60 mUltorv lbs 



If the 



price were 1/- per lb., 5 mill: 
.. 1/6 „ 20 



ion lbs. would be produced 



2/- 
3/- 
4/- 
5/- 



35 
45 
55 
65 



Combining the tables of demand and supply, we get- 



Demand. 



60 mil] 

50 

35 

20 

15 

10 



ion lbs. 



Price. 

1/- 

1/6 
2/- 
3/- 
4/- 
5/- 



Supply. 



5 mill 
20 
35 
45 
55 
65 



ion lbs. 
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It is easy to see which will be the market price of 
butter. It cannot be Is., as at that price there are 
60 million lbs. demanded, but only 5 million lbs. sup- 
plied. Competition among buyers would force the price up. 
On the other hand, it cannot be 5s., as at that price there 
are. 65 million lbs. supplied, but only 10 million lbs, 
demanded. Competition among sellers would force the 
price down. The price will be at such a level where 
demand balances supply, viz., 2s., the demand and 
supply being 35 million lbs. each. At this figure, 
there will be some people receiving a " consumer's 
surplus," and some dairymen making a " producer's 
surplus." 




20 



ZO 30 40 SO 
QiLCtnttty 
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THE LAWS OF SUPPLY AND DEMAND. 

We are now in a position to sum up the general Laws 
of Supply and Demand. 

(i) If at a given price the demand for a commodity 
or service exceeds the supply, the price tends to rise. 
If the supply exceeds the demand, the price tends to 
fall. 

(ii) A rise in price tends to restrict demand and increase 



Digitized by LjOOQ IC 



MARKET PRICE 79 

supply. A fall in price tends to restrict supply and 
increase demand. 

(iii) An increase in demand or restriction in supply 
tends to raise prices. A restriction in demand or in- 
crease in supply tends to i^uce prices. (See, however, 
qualification (ct) below.) 

(iv) The price ultimately tends to the point where 
supply and demand are bsilanced. 

To which should be added the conclusion arrived at 
above, viz. — 

(v) Demand and supply tend to balance when the 
marginal utility is equal to the marginal cost of 
production, both as measured in money. 

Notes on These Laws, (a) The above laws only 
express tendencies, and the implicit condition throughout 
is " other things being equal." 

(b) The supply of some things is very inelastic or 
even fixed (e.g. land) ; in such circumstances, a rise in 
price cannot seriously affect the supply. 

(c) The demand for some things is very inelastic and 
a rise in price may not have an appreciable effect in the 
demand. (In the case of bread, it has been found that 
a rise in price is actually followed by an increase in 
the demand from poor families, who make up for 
the extra cost by economizing in other directions. 
They find that their reduced income will derive more 
utility from the purchase of more bread than of other 
things.) 

{d) With special reference to law (iii), it is only 
necessarily true for a short period* In the long period, 
everything depends on the nature of the returns. " The 
first effect of increased demand is to raise prices ; the 
ultimate effect is to lower them." If the commodity is 
being produced under increasing returns (i.e. diminishing 
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cost), an increase in demand will stimulate further pro- 
duction at a diminishing cost per unit, and thus bring 
about lower prices. A restriction in demand will mean, 
on the other hand, smaller output at increasing cost per 
unit, with consequent rise in price. (Where the com- 
modity is being produced under diminishing returns, 
extra production means increasing cost, with consequent 
higher prices. Less production means lower costs per 
unit.) 

Section 2. Monopoly Price 

TI^ORY OF MONOPOLY PRICES, i 

In circumstances of free competition, price has been 
shown to be determined by the marginal cost of produc- 
tion from the one side and the marginal utility from the 
other. Undue profits made through selling considerably 
above cost of production would invite competitors to 
enter the field and bring the price down approximately 
to the cost of production. 

The monopoHst has no such fear. While his cost of 
production will put a minimum price upon his product, 
he is at liberty to charge any price above that figure 
as he chooses, leaving the amount demanded to be 
decided by the public. Or he can dispose of any reason- 
able supply that he wishes, leaving the price to be deter- 
mined by the market. If he fixes the output, the price 
at which it sells will not be above the marginal demand 
price. If he fixes the price, the quantity of supply will 

^ Monopoly prices are usually associated with monopolist 
producers, and are considered here in this light. But it is 
passible to have a monopoly of consumers, e.g. people at an 
auction agreeing not to outbid each' other. This form of 
monopoly, however, is not so important. In any case, the 
principles governing the determination of all monopoly prices 
are the same, and can easily be applied to particular instances. 
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be governed by the marginal purchaser. Thus the 
power of the monopohst is not absolute. He may fix 
either price or output, hut not both. Assuming that he is 
perfectly informed and makes the best decision from a 
business point of view, it may be stated that the 
monopoly price is fixed at that point at which the biggest 
net profit will he obtained. 

The price (and also the profit) will be governed by 
the nature of the product and the demand, and (though 
to a smaller extent) by the nature of the returns in 
production. 

(i) Where the article is a necessary and no efficient 
substitute is available, the demand will be inelastic. 
This will enable the monopolist to raise the price appre- 
ciably without much falling off in demand. Where, on 
the other hand, the article is not a necessary or can be 
replaced by a substitute, the demand wiU be fairly 
elastic. The monopolist may find that raising the price 
is accompanied by a serious fall in demand. He must 
accordingly adjust it at such a level that the maximum 
net profits are obtained. 

(ii) A reduction in price may increase demand and 
also net profit. But quite apart from this, a mono- 
polist may find it profitable to reduce the price if he 
is producing under increasing returns (i.e. diminishing 
costs). Even if the demand were not stimulated, the 
loss from that quarter might be more than balanced by 
the economies of large production. In practice, of 
course, a monopolist aims at getting advantage from 
both sides, the net profit being the best indicator. If, 
on the contrary, the article is produced imder diminish- 
ing returns (i.e. increasing costs per unit), it will not pay 
a monopolist to reduce the price, unless the profit due 
to extra demand more than covers the extra costs of 
production. 
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Where an article is produced under constant returns, 
the monopolist, in determining the price, will pay 
attention only to the demand side, without any 
reference to cost except as the minimum. 

Illustration of Monopoly Price Determination. 

An illustration of the way in which monopoly prices 
are determined is given in the following table. It will 
be observed that the demand is elastic, and that the 
article is produced under increasing returns. 



Price. 


Number 


Total 


Cost per 


Total 


Receipts less Cost — 


of Sales. 


Receipts 


Unit. 


Cost. 


Monopoly Profit. 


s. 




£ 


s. 


/; 


£ 


24 


4.000 


4,800 


22 


4,400 


400 


23 


6,000 


6,900 


20 


6,000 


900 


22 


8,000 


8.800 


19 


7,600 


1.200 


21 


10,000 


10,500 


1 17 


8,500 


2.000 


20 


11,000 


11,000 


16i 


9.075 


1,925 


19 


12,000 


11,400 


16 


9,600 


1,800 



The price of the article will tend to be 21s., 
for at that figure the biggest profit is made, namely 
£2,000. 

It should be added that monopoly prices may vary 
in different regions. Firms often sell their product in 
another country at a lower price than at home, even 
though they have a monopoly and do not fear foreign 
competition. The reason may be that the foreigner is 
not willing to pay as much for the article as the home 
customer. 

Railway charges are an example of varying 
monopoly prices, and may suitably be considered in 
this connection. 
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RAILWAY RATES. 

Railway rates come largely under the heading of 
monopoly prices. Though the goods-schedules are fixed 
by Parliament, these only state the maximum rates, and 
the railways often charge considerably below them. 
It is said that three-quarters of the total traffic is car- 
ried at reduced rates. The object of the reduced charges 
is not so much due to competition as to the desire to 
carry a large traffic, which wiU Spread the very heavy 
standing expenses over a bigger number of units. 

Peculiarities of the Railway Industry. 

(i) Monopolistic nature (though the developing road- 
transport schemes are to a limited extent offering 
competition, which is also found, but to a still less 
degree, where there are alternative water routes). 

(ii) Fixity of the capital. 

(iii) High standing charges, which have to be borne 
whether the traffic is large or small. 

Possible Methods of Fixing Goods-Rates. 

(i) Averaging : an average rate of so much per cwt. 
or ton would probably stop the heavy and bulky traffic, 
which would find this rate prohibitive. 

Further, where there are two or more competing lines 
serving the same district, averaging would be difficult 
in practice. 

(ii) Making every kind of carriage bear its own cost : 
the result would be very similar to that of (i). 

(iii) " Charging what the traffic iviU hear " ; the method 
that is adopted. Goods are classified and rates are 
adjusted in such a way that all the goods will " bear " 
their respective rates. This practice has met with 
opposition where alleged unfair differentiation is made. 

The method is best explained by examples. 

(a) The rate for CD may be greater than that for 

AB, the reason being that AB is a main line with 

7— (1881) 
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plenty of traffic, while CD is a branch or subsidiary 
line with relatively little traf&c. Raise the AB rate ; 
this will mean less traffic, therefore higher standing 




burden all round, adversely affecting line CD. Lower 
the CD rate, and the railway company may stop the 
service altogether on the ground that it does not 
pay. 

(b) Competing lines ADB and AFEB. Therefore 
freights are equal for the whole distance. But the 




rate for FEB may be as great as, or greater than, the 
rate for AFEB, for the reason that there is no 
competition between F and B. 
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(c) The rate for AX may be higher than that for 
BY, if the latter route has to compete with a navigable 
river. 

Also, between A and Y there are the following com- 
petitive routes : ABY (railway or rail-and-river), 




Coobst Ltrve 

AXY (railway or rail-and-sea), and APY (road). 
Here some differentiation must be made. 

{d) *' Fag-end " rates, such as that from Glasgow 
to London. This niay be the last part of the journey 
from New York; and if the freight is not low, the 
goods may go all the way by sea, which is usually 
cheaper than land transport. 
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PART III 

DISTRIBUTION OF THE SOCIAL 
PRODUCT 



CHAPTER VII 

THE NATIONAL INCOME 

EMERGENCE OF THE PROBLEM OF 
DISTRIBUTION. 

The principles governing the distribution of the national 
income among the different classes of the community 
present some of the most controversial problems in 
economics. In order to obtain a clearer view of the 
subject, it is useful, here as elsewhere, to note the events 
and factors that brought about the present position. 

In early times, the problem of distribution was 
comparatively straightforward. -When a commodity 
was produced with little or no resort to division of 
labour, a man could regard it as the direct product of 
his own efforts. Such raw materials and implements 
as were used might be his own, and therefore the ques- 
tion as to what were the respective shares going to land, 
capital, and labour did not arise in any serious form. 
This does not necessarily imply that a man always 
enjoyed the product of his own efforts. Slavery, feudal 
dues, plunder, etc., were all possible reasons for its being 
enjoyed by others. Nevertheless, the economics of such 
a society would not be difficult to understand. 

Division of labour means not only the co-operation 
of a number of individuals, but also of a group of factors. 
When half a dozen men assisted each other in building 
a hut and growing corn, the system of distribution of a 

86 
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joint product was emerging, but still in a relatively 
simple form. When with the Industrial Revolution it 
often took many men of different grades and a large 
quantity of capital and materials to produce a single 
class of commodity, the economy became much more 
complex. The visible results of the distribution led to 
a more acute examination of the system than it had 
ever been subjected to before. 

PROCESSES OF DISTRIBUTION. 

The processes of distribution have been classified as 
follows — 

(a) Primary. A person receives payment for his 
product, whether material goods or personal services, 
directly from the consumer (e.g. a " small " bootmaker, 
portrait painter, doctor). This form of distribution is 
not so common now as formerly. One of the out- 
standing features of modem industrial organization is 
the indirect nature of production and distribution. 

(b) Secondary. A person receives an income for his 
effort or the use of his property as a member of a Itttge 
group. Most of the national income is received now- 
adays in this Ivay. Several people coK)perate in pro- 
duction, which is often commenced in anticipation of 
demand, and may also take up a considerable length 
of time. But during this period, pajonent has to be 
made for labour, materials, etc. Under such conditions, 
distribution must necessarily be indirect. All incomes 
from buying and selling would be considered secondary. 

(c) Tertiary. That portion of the social product 
which goes to the rearing and training of children and 
youths, to the maintenance of the aged and infirm, etc., 
would come within this class. It is not a payment for 
services or use of property, and could not therefore 
be included under the previous headings. But the 
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proportion of the collective product consumed in this 
way is too important to be omitted. 

NATURE OF THE PROBLEM. 

The study of distribution involves the consideration 
of many questions, of which the following three are the 
most important — 

(i) How much is there to be distributed ? 

(ii) Among which people or factors is the wealth 
divided ? 

(iii) What decides the amount of the share to each 
group and to individuals within the group ? 

The last question touches the most fundamental 
problem of all. Stated another way, it asks what 
governs the value of each group's contribution to the 
national wealth. The theory of value which was 
examined in Part II of this book is of wider application 
than mere use in understanding the mechanism of 
exchange. If labour and capital and raw materials 
are set together to produce some goods, the payment 
that is made to each factor is governed, to a large degree y 
by the same considerations that determine the value in 
exchange of anything else. * 

The words " to a large degree " were stressed because 
in the practice of distribution, certain causes may operate 
which prevent the strict economic law from operating. 
In the determination of wages, for example, the rate 
may be influenced by combination on the part of the 
workers or the employers, or may be fixed or given a 
minimum level by State or other authoritative decision. 
In the long run, of course, an uneconomic rate will have 
its effects, whether it be for labour or anything else, 
and then there will have to be readjustment or subsidy. 
But the economic is not the only standard for the rule of 
life, and experience ha^ shpwn that within certain limits 
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it may be to the community's advantage to modify the 
operation of an economic law. Thus, if the granting of a 
minim\im wage to the " sweated " workers was an 
infringement of the laws of supply and demand, it was 
a justifiable one. (Experience has shown that these 
minima have often resulted in higher efficiency and 
a more than corresponding return for the extra remunera- 
tion.) Again, during and since the war, prices were 
controlled, i.e. an interference with the laws of supply 
and demand. Where it was done with intelligence and 
accompanied by the necessary precautions, the result 
was distinctly for the good of the community as a whole. 
It will be observed in the following pages that the 
modem theories of wages, interest, etc., are, as a rule, 
simply applications of the basic law of value. 

THE NATIONAL INCOME AND WEALTH. 

The National Income or Dividend is defined by Dr. 
Marshall as the " aggregate net product of, and the 
sole source of payment for, all the agents of production.*' 
Sir Josiah Stamp defines it similarly as '* the aggregate . 
money expression of those goods produced and services 
performed by the inhabitants of the country in a year 
which are, as a fact, generally exchanged for moftey."^ 

In measuring the National Income, precautions must 
be taken not to reckon the same thing twice, as will be 
done, for example, if the total values of the raw material 
and the finished product are both included. Again, 
allowance must be made for depreciation and also for 
incomes from foreign investments. 

Sir Josiah Stamp considers as '* matters of principle, 
formerly negligible, but now of great importance," the 
values of the household services of wives, co-operative 
incomes, payment of interest on the National Debt, etc. 

* Wealth and Taxable Capacity (1922). 
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The National Wealth. 

Before examining the distribution of the income, one 
may quote the finding of Sir Josiah Stamp on the 
distribution of the capital wealth at the present time. 



Million £ 




Fortune in £ 


4.555 


by 169.040 


under 5.000 


1,217 held 


to 10.000 


2.202 


138.460 


25.000 


1.731 


48,810 


50.000 


1.432 


20.570 


100.000 


1,615 


11.200 


250,000 


1.020 


2.971 


500.000 


405 


653 


750.000 


195 


230 


„ 1.000.000 


681 


322 


over 1,000,000 



15,053 million £ of which 10.500 million £ is held by 392.256 
persons. 

DISTRIBUTION OF INCOME AMONG CLASSES, 
i88o and 1913. 

Prof. A. L. Bowley ^ has estimated that the National 
Income was distributed in 1880 and 1913 as follows — 

The National Income. 







1880 


1913 




Number 

of 

Incomes, 

OOO's 


Income. 


Number 

of 

Incomes, 

OOO's. 


Income. 




Amount ^^t^^ 


Amount. 


^.S.' 


Wages 
Intennediate income 

under £160« 
Income assessed to 
tax over £160, ex- 
cluding wage earners 


12,300 
1,850 

620 


£ mUUon. 
465 

130 
530 


41i 
Hi 

47 


15,200 
4,310 

1,190 


£ million. , 

770 35| 

X 365 17 
1,030 1 47i 


Totals 


14,770 


U26 


100 


20,700 


SA66 100 

-J 



* Change in Distribution of National Income, 1880-1913. 

• i.e. the income tax exemption limit before the war. The 
** Intermediate " class denotes non-wage-earners who were not 
liable to income tax. 
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Very briefly the summary of his conclusions is that — 

"The proportion of the national income received as wages 
diminished from about 41 J to 35 J per cent, but the receipts 
per wage-earner increased about 34 per cent. 

The proportion received by persons assessed to income tax 
increased slightly. 

The proportion received by the intermediate class increased 
at least . . . from 11 J per cent of the whole to 17 pei cent in 1913. 

The average of all incomes was about £1Q in 1880 and ;£104 
in 1913, an increase of 37 per cent." * 

Distribution among Property and Services. 

Prof. Bowley also estimated that both in 1880 and 
in 1913 the distribution between property and labour 
remained in the same proportions, viz., 37i per cent to 
property and 62J per cent to labour. 





1880 


1913 


Percentage in 
both instances. 


Property incomes 
Services of all kinds 


;£420 million 
;f705 „ 


;£810 million 

;fl.355 „ 


37i% 
62J% 


Total income 


£\,\2B „ 


;f2,165 ,. 


100% 



DISTRIBUTION SINCE 1913. 

During the war, the income tax exemption limit was 
lowered and some 4 million wage-earners, hitherto below 
the limit, were brought within the scope. Complicating 
factors were the rise in prices and the living on capital, 
which concealed the true nature of the nation's actual 
productivity. 

For 1918-19, Sir Josiah Stamp estimates the National 
Income to have been about 3,600 to 3,700 million £, For 
1919-20, the same authority suggests 3,700 to 4,100 
million £. 

* The purchasing values of money in 1880 and 1913 respectively 
were near enough to afiord a reasonable comparison. 
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With reference to the Constancy of Distribution, he 
goes on to say — 

"In 1914 some 8 per cent of the total income of the country 
belonged to a very small fraction, less than one-tenth of 1 per 
cent of the receivers of incomes. The next 22 per cent in 
amount went to 1 per cent of the number of incomes, and the 
next 15 per cent oi amount of incomes to 4 J per cent of the 
people receiving incomes. This amounts to 45 per cent of the 
incomes going to about 5J per cent of the people with separate 
incomes. Now the money levels of the incomes may alter, but 
these proportions have remained approximately constant. What 
I may call the ' slope ' of distribution has not materially 
altered, and, although all classes may have become better off, 
they have kept their relative positions and proportions with 
remarkable stability so far as we can test." 

Later, he concludes — 

"The total nominal income has increased much more than the 
total population — ^the increase has surged upwards through all 
the fixed classes, so that there is a smaller population in the 
ranks of the poorest, with a nominal income of, say, under 
£S(y a year, and many more in the over ;f5,000 class, but the 
slope of distribution, i.e. the relation between one section or 
class and another, has hardly altered." 

DISTRIBUTION AMONG THE FACTORS OF 
PRODUCTION. 

The usual method adopted in analysing the system 
of distribution is to take the factors of production in 
order and observe the principles governing the share 
that goes to each. Land, Labour, Capital, and Organ- 
ization receive respectively Rent, Wages, Interest, and 
Profits. This method is a convenient one, and makes 
for simplicity. But it is not altogether satisfactory if 
over-simplified, since the danger then arises of paying 
too much attention to the factors, and too little to the 
persons, among whom the national product is dis- 
tributed. Justification of the shares going to capital and 
land is not necessarily a justification of the^ incomes of 
the capitalist and the landlord, unless the ownership of 
the capital and the land is also justified. 
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In this connection it may be observed that a person 
often receives an income from supplying more than one 
of the factors of production. A " small '' printer 
derives a return from his l&bour and also from the 
capital invested in such machinery, etc., as he pos- 
sesses. If he should own the land on which his shop 
is built, he will receive some return in the form of rent ; 
while, finally, enterprise on his part might bring a profit 
over and above the inclusive sum derived from the 
other three factors. In practice, he may not distinguish 
among the different sources of income, but if his 
business grows he will find it very necessary to do so. 

Principle of Substitution Applied to Distribution. 
The competition, as it were, on the part of the different 
agents of production for use by the entrepreneur was 
considered in Chapter V, § 2. It was seen that the 
factors tended to be employed in such proportions that 
the marginal returns from each were equal. Under 
perfect competition among these agents (though this 
is very seldom .realized), a point is reached when it 
becomes a matter of indifference whether * a little more 
or less " of one or other factor is employed. 

It will be evident from the study of distribution t:hat 
the joint product from the various factors tends to 
be distributed among them in a similar way, i.e. in 
proportion to the marginal need. 

REDISTRIBUTION AND WELFARE. 

It has often been stated that the wealth of the country, 
however distributed, is insufficient for a general high 
standard, and that, therefore, it is incumbent upon 
everybody to increase the national product (e.g. Bowley, 
Division of the Product of Industry). 

Without wishing to minimize the importance of an 
increased output, one may point out that the national 
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satisfaction might be increased without necessarily 
adding to the volume of the national income. As was 
explained in the pages on diininishing utility, a specific 
sum of money means mddre utility to a relatively poor 
man than it does to a rich man. The former would 
gain more satisfaction by the receipt of that sum than 
the latter would lose by its surrender. Thus a more 
equitable distribution of the product would by itself 
increase the national welfare.^ 

Secondly, curtailment of very large incomes would 
mean less money spent on luxuries. The material 
resources of the community could therefore be diverted 
into more economical channels, and enable the primary 
needs of the people to have first claim on the social 
product. 

Thirdly, persons employed in producing things and 
services of relatively little social utility could also divert 
their efforts to the provision of the elementary necessities 
of Hfe. 

1 On the otj^er hand, it is sometimes contended that while 
a redistribution would increase the total satisfaction now, the 
supply of capital would be curtailed, and future production 
would therefore suffer. 
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CHAPTER VIII 

WAGES 

Section 1. The Payment of Wages^ 

The remuneration of labour presents many problems, 
some of which do not arise in considering interest, 
profits and rent. Labour-power being inseparable from 
the owner naturally involves more personal considera- 
tions. The human eleinent cannot, and ought not, 
to be ignored. 

A few of the problems that have to be examined are — * 

(i) The share of the national dividend that goes to 
labour. This involves the study of general wages. 

(ii) The variance in wages in different occupations, 
and also in different countries. This involves the study 
of relative wages. 

(iii) The methods of remuneration. 

(iv) Labour organizations and their effects on wages. 

NOMINAL AND REAL EARNINGS. 

Nominal Income is simply the amount as measured 
in terms of money. But this, without reference to the 
level of prices, affords no criterion of the real worth of 
income, whether in the form of wages or anything else. 

Real Income is the purchasing-power of the money 
income. During and since the war, most nominal 
incomes increased, while their purchasing power fell. 
Similarly, one country may receive a higher monetary 
but a lower real income than another. 

* Throughout this and the following chapters on Distribution, 
reference should be made to the corresponding chapters on 
Production. 

95 
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Real Wages depend on — 

(a) Variations in the level of prices. 

(b) Variations in the form of payment (e.g. the agri- 
cultural labourer's cottage and certain amount of food, 
the miner's cheap coal, the civil servant's pension, etc.). 

(c) Length of working day and holidays. 

(d) Possibility of extras in spare time (e.g. playing in 
an orchestra). 

(e) Possibility of wife or children adding to family 
income. 

(/) Character of work and effect on duration of 
working capacity (e.g. leadworking, metal-grinding, 
service in tropical countries, all of which, through 
4)eriods of sickness or impossibility to continue after 
middle life, reduce the total wage received). 

(g) Regularity of employment. Some trades are 
seasonal (e.g. agriculture, building, etc.) ; others are 
irregular (e.g. fishing, etc.). The real wage depends on 
the total earnings over a period. 

(h) Chance of success. A man may be willing to 
work for a low wage for a time providing there is 
reasonable opportunity of promotion later. 

{i) Pleasantness of and social prestige attached to 
the work. Some occupations csyrry a social position 
which is included in the real worth of the remuneration. 

Wages and the Cost of Living, 191 4-1920. 

The table on top of page 97 is adapted from Prof. 
A. L. Bowley's estimates ^ and the Ministry of Labour's 
statistics. 

NOMINAL AND REAL LABOUR COST. 

In the same way as the worker has to distinguish 

between his nominal and real income, so the employer, 

* Prices and Wages in the United Kingdom, 1914-20. 
See also Graph of Cost of Living and Wholesale Prices, 
Chap. XIII, §1. 
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Wages in Certain Industries Compared with the 
Change in Cost of Living 



Industries (1st July) 


1914 


1915 


1916 


1917 


1918 


1919 


1920 


Bricklayers . . . 


100 


102 


108 


122 


157 


185 


235 


Bricklayers labourers 


100 


103 


115 


134 


185 


224 


300 


Compositors . . . 


100 


100 


105 


120 


156 


196 


246 


RaUwaymea . . . 


100 


110 


120 


155 


195 


225 


280 


Dock labourers . . 


100 


111 


130 


150 


193 


209 


266 


Cotton operatives . 


100 


103 


107 


119 


157 


202 


259 


Woollen and worsted 
















operatives . . . 


100 


115 


126 


144 


164 


196 


239 


Engineering artisans 


100 


110 


111 


134 


173 


199 


231 


Engineering labourers 


100 


— 


— 


154 


213 


255 


309 


Shipbuilding platers' 
















tune-rates . . . 


100 


— 


— 


130 


169 


193 


223 


Coal mining . . . 


100 


113 


129 


136 


187 


224 


260 


Agriculture (England 
















Wales) .... 


100 


112 


~ 


■~* 


189 


226 


270 
(about) 


General Rough Aver- 
















age Wage of above 
















Trades .... 


100 


105-110 


115-120 


135-140 


175-180 


210-215 


260 


Cost of Living— 
















LabourGaxette Index 


100 


125 


145 


180 


205 


210 


252 
1921:219 
1928:184 


Modified Index . . 


100 


(120) 


(135) 


(160) 


180 


185 


220 



from his point of view, distinguishes between the wages 
and the labour cost. The two are by no means identical. 
The former indicates the sum paid out, the latter means 
the actual worth to the employer. 

Wages may he high, yet the labour cost low. This is 
another way of wording the old statement, " Low wages 
are dear wages." It has been proved abundantly that 
a wage which is below the " poverty line " ^ (i.e. which 
does not permit of a sufficient standard of life) adversely 
affects the: quality of the work done, and the cost per 

^ Poverty has been defined as " primary '* where the income 
is insufficient to provide -the minimum necessities of life ; 
" secondary " where the amount may be sufficient, but for 
various reasons is not spent to the best advantage ; e.g. money 
spent on alcoholic drink at the expense of food and clothing. 
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unit is high in consequence. An increase in wages up 
to a point is accompanied by an added efficiency, per- 
haps more than sufficient to compensate for the incre- 
ment in the wage bill. The wages paid to the textile 
workers in Lancashire are the highest in the world, but 
the products are the cheapest in the world. The reason 
is simply that efficiency wages are paid. The nominal 
cost per operative is high, but the yield is so great that 
the cost per unit of output is low. 

HOURS, WAGES, AND MACHINERY. 

The same principle applies to the number of hours 
that a man works. If the working day is so long that 
the efficiency of the men is impaired, it may be 
found that a shorter working day is accompanied 
by such an increase in their efficiency that as much 
work is done as before, if not more. The reduction 
in the working day, unaccompanied by a reduction 
in output, can only take place, of course, up to a 
point, beyond which the output per man, who has 
now reached the stage of maximum efficiency, must 
necessarily decline. 

But there is another factor to be considered, namely, 
the importance of machinery. The introduction of new 
machinery often means scrapping the old long before 
the latter is worn out. To make full use of machinery 
before it beconies antiquated, certain writers suggest 
that the workers should be arranged in two or three 
shifts per day. The supporters of the six-hour day are 
not restricted to the workers alone. ' Some employers 
contend that if a system could be arranged, so that 
the machinery could be used for eighteen hours a day, 
meaning three shifts of six hours per man, the extra 
return from the fuller use of the machinery, and the 
spreading of the standing charges over a bigger gross 
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output, would be at least sufficient to allow for the 
reduction in output per man (if any) and pay the 
same wages for the shorter as for the longer working 
day. 

Wages and the Proportion of Machinery to Labour. 
A further point must be noted in connection with 
machinery and wages. Where the capital expenditure 
on plant and tools is large compared with the sum spent 
on wages, an increase in the latter does not cause such 
an increment in the total costs as where the propor- 
tion of machinery to labour is small. Consequently, 
employers whose establishment charges are high feel 
an increase in the wage bill less than those whose 
establishment costs relative to the wage bill are low. 
This also helps to explain the high wages in the Lanca- 
shire textile trade, where the proportion of machinery 
to labour is very high. 

(For the influence of machinery on employment, 
see Chapter XI, § 1.) 

PECULIARITIES OF DEMAND AND SUPPLY 
IN RELATION TO LABOUR. 

Though labour is not a commodity, it is often bought 
and sold in the market in many ways similar to the 
purchase and sale of goods. The following peculiarities 
of labour should be noted — 

(i) A man's labour is part of himself, and, therefore, 
different from material commodities, cannot be delivered 
except in person. This may be a trite remark, but it 
has important bearing on the distinction between the 
pajonent for labour and that for the other factors of 
production. It is difficult for the seller to control the 
supply, the withholding of which for a length of time 
may mean starvation. 

(ii) Labour withheld means, as a rule, so much labour 

»-(1881) 
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power lost to the community. ^ It cannot be kept back 
like goods to await a better market. Labour may be 
likened to a very perishable commodity. 

(iii) In the absence of efficient Trade Unionism, a man 
who sells his labour is at a disadvantage in bargaining 
with an employer. The seller of labour is one unit ; 
the employer may be equal in bargaining power to 
hundreds of units, from which he can select or discard 
as he pleases. One of the principal functions of trade 
unions is to substitute collective individual bargaining, 
and so remedy this disadvantage. 

(iv) For reasons previously considered, the growth of 
new supplies of labour is very slow. Similarly, cutting 
down of supplies of particular kinds of '' redundant '' 
labour is extremely difficult. 

METHODS OF REMUNERATION. 
TIME AND PI5CE EARNINGS. 

Wages are paid in a variety of ways, but the principal 
methods are by Time or Piece, or a combination of both. 
In the calculation of one rate, it is essential, of course, 
to make reference to the other. 

The following is a rough summary of the main argu- 
ments adduced in favour of and against time and piece 
rates respectively. To a great extent, the advantages 
of the one correspond to the disadvantages of the other. 

(i) Time Earnings. 
Advantages. Time earnings are said to be useful — 

{a) Where the work is not standardized and is difficult 
to measure (e.g. repair work). 

* It is conceivable that withholding labour for a short time 
may have the effect of a holiday and increase a man's efficiency 
on his return to work, and therefore the labour withheld not be 
entirely lost. But where the abstention is for an appreciable 
period or is accompanied by an inadequate allowance, or " dole," 
the reverse will be the case. 



Digitized by LjOOQ IC 



PAYMENT OF WAGE^ -••*'*•••••• ' •TOl*- ' 

(b) Where the work needs great care and minute 
attention. 

(c) Where delicate and expensive machinery is used. 
In both (b) and (c) piece rates, if they led to " scamping " 
of the work, might cause serious loss. 

(d) Where intervals of temporary idleness are inevit- 
able (e.g. outdoor work dependent on weather 
conditions). 

(e) In that the worker has a more regular income. 

(/) In that where the time rate is a monthly or yearly 
salary, sickness does not necessarily mean loss of income. 
Further, a salaried worker (e.g. a civil servant) often 
acquires a higher status than one paid by results. 

Drawbacks. The opponents of the system contend 
that— 

(a) In the absence of safeguards, work may become 
slack. 

(b) There is no inducement to full effort if the best 
and worst workers in one grade receive the same 
remuneration. 

(c) It is difficult, for this reason, to select the superior 
men for higher class work. 

(ii) Piece Earnings. 

Advantages. It is maintained by the supporters of 
this method that payment by results — 

(a) Adds an incentive to work and therefore increases 
output. 

(b) Remunerates the worker for extra effort. 

(c) Distinguishes the superior workers. 

Drawbacks. It is pointed out that — 
(a) The worker who produces the biggest quantity is 
not necessarily the most efficient. Quality of work is 
equally important. (See Advantages (b) and (c) of 
Time Earnings.) 
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(b) Piece rates cannot be satisfactorily applied to all 
kinds of work. 

(c) Jealousy and rivalry are fostered between work- 
people. 

(d) Standard time rates are undermined. 

(e) The worker's income is more irregular, which 
makes for instability of the family budget. 

(/) Undue speeding-up and intensive labour adversely 
affect the worker's health. 

On the whole, it may be concluded on the matter of 
time and piece rates — 

1. That where the product and methods are standard- 
ized, piece rates have certain advantages and do not 
as a rule encounter material opposition from the side of 
labour. 

2. That wh^re the product and methods are not 
standardized, and a given effort cannot be depended 
upon to yield a given output, time rates are to be pre- 
ferred, unless a system of payment by results is devised, 
whereby the wage is assessed collectively for a large 
group of workers, and shared out in such a way that 
variations in the tasks are levelled out. 

OTHER METHODS OF REMUNERATION. 

Several schemes have been devised to improve the 
system of remuneration, in effect to combine the advan- 
tages of both time and piece rates and minimize their 
drawbacks. The following are the chief methods that 
have been put into operation, with varying success. 

(i) Premium Bonus Systems. These are of several 
kinds, but the general principle is to fix upon an agreed 
standard output with a guaranteed minimum (subject 
to certain conditions), and to pay a premium, reckoned 
on a piece basis, for output over that amount. The 
bonus may be calculated individually or collectively. 
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(ii) Efficiency Systems of Payment. These are linked 
up with Scientific Management, which involves a detailed 
study of the work, under either or both of two methods — 
time-study and motion-study. By the former method, a 
job that has to be priced is given to a " good average 
man, not a specially skilled workman, but one well 
above the ordinary run of the shop," or a number of 
such men. The average time taken forms the basis of 
the efficiency rate, which, like the premium bonus 
systems, allows a percentage for all output over the agreed 
standard. The method of motion-study aims at regu- 
lating the motions and minute operations of the worker 
in such a way that the work is done in the minimum 
time and with the minimum number of motions. Again, 
an efficiency rate is obtained, and output over the 
standard is paid for in the form of bonus. Generally 
speaking, the workers have opposed scientific manage- 
ment, especially where it has been applied very inten- 
sively. They object to the time-study method on the 
ground that the " good average man " may be well above 
the average, and that an unscrupulous employer or 
foreman may thereby speed-up the production beyond 
a reasonable degree. TTiey object to the motion-study 
method in that it takes away a man's individuaUty and 
tends to reduce him to a mere automaton. 

(iii) Sliding Scales. The payment depends partly on 
the output and the price of the finished product, though 
usually (in present arrangements) ther6 is a minimum 
below which the wage cannot fall. The system is not 
prevalent ; it was formerly practised in the coal indusr 
try, and still exists in some of the iron and steel trades. 
An inherent defect in such schemes is that the wage 
may fluctuate, though the efforts of the workers may 
not vary. Faults in management may to a certain 
extent be compensated by a reduced wage-bill. On 
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the other hand, the worker stands to gain when the 
product fetches a good price. But uncertainty of 
income is disadvantageous at all times to the wage- 
earner, more so than to the employer and interest 
receiver who are usually assured of the necessaries of 
life, whatever the fluctuations in their incomes. 

(These sliding scales must be distinguished, of course, 
from the " cost of living " scales, which are mentioned 
below.) 

(iv) Profit-sharing. A proportion of the profits is 
distributed among the workers, in the form of either 
cash or shares in the concern. 

Co-partnership is a stage beyond profit-sharing. 
Besides participating in the profit, the workers are 
given a certain limited share in the control of the busi- 
ness ; they may own some of the share capital and 
have one or two representatives on the board of directors. 
These schemes, which have not been generally successful, 
are considered further in Chapter XI, §2. 

MINIMUM AND STANDARD RATES. 

Standard Rates generally refer to the wages agreed 
upon in collective bargaining between the representa- 
tives of employers and employed (e.g. the elaborate 
"lists** in the cotton trades). They are, as a rule, 
calculated on a standard output, and take both time 
and piece factors into consideration. 

The Minimum Wage may either be identified with the 
above or (as is usually the case) be associated with those 
industries where the labour organization is weak, and 
the workers have to depend on the State to impose 
and enforce a minimum rate. 

The Trade Boards Act, 1909, provided such rates for 
certain " sweated " trades, viz., chainmaking, ready- 
made tailoring, paper-boxmaking, and lace-finishing. 
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In 1915-16, four other industries were brought within 
the scope of the Act. The machinery was a Trade 
Board, consisting of an equal number of workers' and 
employers' representatives, together with State nominees, 
and its decisions were legally enforceable. 

The Act of 1918, which was wider in scope, was appHed 
to several more trades, not as underpaid and unorgan- 
ized as those first catered for. The new rates permitted 
a higher standard of life than those imposed by the 
early Trade Boards. Unfortunately, the period of 
faUing prices and profits made it difficult in some cases 
to pay the stipulated minima, and led to an outcry from 
certain quarters for the abolition of the Trade Boards. 

The Government Committee appointed to inquire 
into the subject drew a clear line between the functions 
of Trade Boards in respect of (a) fixing minimum rates 
of wages ; (b) regulating wages in general. It virtually 
recommended that a return be made to the principle 
,of the 1909 Act (i.e. to provide minimum rates for the 
" sweated " and unorganized trades only). 

In a White Paper (July, 1922), the Minister of Labour 
states that no Trade Boards shall be set up in the future 
unless the Ministry is satisfied that the rate of wages 
prevailing in the trade is unduly low, and that no 
adequate machinery exists for the effective regulation 
of wages ; existing Boards may be revised and further 
legislation is possible. 

The present position is therefore rather vague, but 
any sacrifice of the general principle of the Trade Boards 
is to be deplored. 

Wages Based on the Cost of Living. In the last few 
years, many workers (e.g. railwaymen, civil servants, 
etc.) have agreed to let their remuneration vary with 
the cost of living index figure. The principle is to 
have a constant real wage. While such a scheme has 
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its advantages, it has been objected that it tends to 
fix a man's real income, an increase of which is made 
more difficult. A minor objection, and one which can 
be remedied, is that the variation in the official index 
number does not correctly interpret the changes in the 
cost of living. (See " Index Numbers," Chap. XIII, 
§1.) 

Section 2. Theories of Wages 

CAUSES OF INEQUALITY OF WAGES. 

Wages from one occupation to another vary for the 
following reasons — 

(i) The Immobility of Labour. This is of various 
kinds, as was pointed out in Chapter II, § 2. Grades 
of labour between which movement is comparatively 
difficult are termed non-competing groups, 

(ii) Conditions of Demand and Supply. The supply 
of labour is limited by the time taken in training and 
by the slow growth of population. A demand for a 
particular kind of labour may lead to a high rate of 
wages (for a time at least) for those workers available. 

(iii) Relative Bargaining Strength, The presence of 
an effective trade union or employer*^ association 
may mean a higher or a lower rate of wages than if 
competition were perfectly free. 

(iv) Custom and Tradition. These play an important 
part in certain occupations (e.g. remuneration of 
solicitors and doctors). 

To these should be added the five causes suggested 
by Adam Smith a hundred and fifty years ago. 

(v) The agreeableness or disagreeableness of the 
employments. 

(vi) The easiness and cheapness of learning them. 
[This is covered by (i).] 
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vii) The regularity of employment. 
(viii) The trust to he reposed. 
(ix) The possibility of success. 

THEORIES OF WAGES. 

Several theories have been propoiinded at different 
times, of which the following are the chief — 
(i) The Subsistence Theory, 
(ii) The Wages Fund Theory, 
(iii) Productivity Theories. 

These will be examined in turn, though it should be 
pointed out at the outset that no theory yet put for- 
ward offers a complete explanation of the determination 
of wages. 
The Subsistence Theory of Wages. 

This is sometimes known as the Iron Law of Wages, 
which is associated with Lassalle, the German Socialist. 
But it had been formulated in slightly different form 
by the Physiocrats as early as the eighteenth century. 
(See Appendix.) 

In its earliest form, it stated that if the workers 
received more than a bare living, population would 
increase in consequence, competition for employment 
would become keener, and the wage would be dragged 
down again to the bare subsistence level. Alternatively, 
a fall below the subsistence level would cause a reduction 
in population and eventually lead to a rise in the wage. 
The writings of Malthus were used to support the theory. 
(Chapter II, § 1.) 

Lassalle and his school, about the middle of the 
nineteenth century, adapted the subsistence theory, 
contending that under a capitalist system the employers 
and the landowners appropriated the whole of the 
social product in excess of the minimum amount 
necessary to keep the workers alive. 
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The appalling conditions in France and Britain 
during the eighteenth and early nineteenth centuries 
seemed to bear out the doctrine. Even to-day it would 
not be wise to ignore the element of truth contained in 
it. In some parts of the world (e.g. Eg5rpt and India) 
the position of the mass of the people has not been 
improved despite the increase in the total wealth. 
Criticism of Subsistence Theory. 

(i) The theory rests on the false premise that an 
increase in wages leads to an increase in the population ; 
this is contrary to fact. 

(ii) Real wages have undoubtedly increased in this 
country diiring the nineteenth century. The margin 
for comforts and luxuries has been gradually widened. 
" Subsistence " is a very elastic term. 

(iii) It does not explain the inequality of wages in 
different trades and countries. 

(iv) It is disproved by the influence of Trade Unions. 

(v) Like the Cost of Production theory of value (to 
which it is allied), it tries to explain the exchange 
value of labour power from the side of supply only. 
(Chapter V, §1.) 

THE WAGES FUND THEORY. 

This succeeded the previous theory, and was most 
fully developed by J. S. Mill, who stated — 

(1) "That industry is limited by capital, but does not always 
come up to that limit, while the increase of capital gives increased 
employment to labour without assignable bonds." (Principles 
of Political Economy, Book I, Chap. V, §§ 1, 2, 3.) 

(2) "It is not, however, all capital, i.e. all wealth saved and 
appropriated to reproductive employment, which constitutes 
the wages fund of a country, but that part only which is circu- 
lating as distinct from fixed, i.e. that part only which is destined 
for the purchase of labour." (Book II, Chap. XI, § 1.) 

(3) This being so, " wages depend mainly upon the supply 
and demand of labour ; or as it is often expressed, on the 



Digitized by LjOOQ IC 



THEORIES OF WAGES 109 

proportion between population and capital. With these limita- 
tions of the terms, wages not only depend on the relative amount 
of capital and labour, but cannot, under the rule of competition, 
be alfected by anything else. Wages, meaning of course the 
general rate, cannot rise but by an increase of the aggregate funds 
employed in hiring labourers, or a diminution in the number of 
competitors for hire ; nor fall, except either by a diminution 
of the funds devoted to paying labour, or by an increase in 
the number of labourers to be paid." (Book II, Chap. XI, § 1.) 

In short, it was contended that at any time there is 
a fixed amount of capital to be devoted to labour ; 
this is the Wages Fund, and is the demand for labour. 
There is also at any time a fixed number of labourers 
who must work whatever the rate of wages ; this is 
the supply of labour. The fund is distributed among 
the labourers under the rule of competition. As in the 
Subsistence Theory, it was held that any rise in general 
wages would increase the population, leading ultimately 
to a fall in wages. 

According to this theory, wages in one industry can 
only rise at the expense of wages in another industry. 
Should all wages rise for a time, it will be at the expense 
of profits, capital will be driven out, the demand for 
labour will therefore be reduced, and wages will inevit- 
ably fall again. (Hence a formerly popular argument 
against Trade Unions.) 

Mill later qualified his theory, and eventually had 
to renounce it. 
Criticism of Wages Fund Theory. 

(i) Wages may be increased sometimes without a 
reduction in profits. The theory confuses wages with 
the cost of labour, and does not consider the possibility 
of increased efficiency and, therefore, productivity. 

(ii) A fall in profits does not immediately drive capital 
out of an industry. Capital is not so sensitive and 
profits are by no means inelastic. 

(iii) Wages may be high in one trade and low in 
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another, and^^the immobility of labour be strong enough 
to prevent a " flow." The theory credits the workers 
with greater adaptability and fuller knowledge of the 
labour market than they possess. 

(iv) It does not explain inequality of wages in 
different trades. 

(v) It is disproved by facts. Wages are often high 
in new countries where the amount of capital is small 
and population is increasing. In times of good trade, 
wages and profits both increase — obviously the result 
of a greater productivity, the failure to recognize which 
has been shown to be fatal to the Wages Fund Theory. ^ 

PRODUCTIVITY THEORIES. 

According to these theories, wages are paid not out 
of a fixed fund, but rather from a " continuous stream," 
the volume of which varies with the general efficiency. 
Stress is laid on increased efficiency and output, the 
wage being proportionate to the worker's productivity. 
The theories are therefore not so pessimistic as those 
which held that a rise in one man's wage must necessarily 
be at the expense of another worker's income. 

Before considering the most modem productivity 
explanation of wages, a word may be said about an 
early form of the theory, namely, the Residual Claimant 
Theory of Wages, in which the worker was looked upon 
as the residual claimant on the net product. 

*' The wages of a working man are ultimately 
coincident with what he produces, after the deductions 
of rent, taxes, and the interest on capital." (Jevons.) 

If this were true, extra efficiency on the part of the 

workers would mean not merely a larger amount, but 

a larger share, of the social product. But this is not 

* The Wages Fund Theory compares in certain respects with 
the belief that some workers hold in the " Work Fund.** (Chap. 
XI. §1.) 
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in accordance with the facts which are evident to the 

most casual observation. The same theory of the 

residual claim has also been applied to the other agents 

of production, so the explanation cannot be considered 

satisfactory. 

Higher and Lower Limits to Wages. 

The supply of labour is practically fixed within a 
short period, and as labour will not " keep," it must 
be offered for sale (apart from such eventualities as 
strikes, etc.). The minimum price for labour that can 
be accepted, however, is the minimum Standard of Life. 
Here, therefore, the theory of value as applied to wages 
must be qualified. If the supply of water is practically 
unlimited, the price falls almost to nil ; but if the 
potential supply of labour were unhmited, it would be 
clearly impossible to pay wages over a period below the 
subsistence level. The earlier theories failed to' dis- 
tinguish between population and the supply of labour. 
Human beings are loth to accept a value placed upon 
their efforts which will not provide the elementary 
necessaries of life. 

From the point of view of the demand for lal;)Our, 
it is obvious that the tnaximum that will be paid for 
it is determined by the worker's contribution to the 
product. It is assumed in the productivity theories 
that there is a specific product ascribable to labour, 
capital and land, and that each tends, under free com- 
petition, to receive a reward proportionate to its own 
specific addition to the product. 

The Principle of Substitution is very important in this 
connection. The entrepreneur aims at employing the 
various factors in just those proportions that will render 
the maximum productivity. If the wage demanded is 
higher than the value of the specific product of labour, 
the result must be either dismissal of some workers and 
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(unless effective substitution of machinery is possible) 
stoppage of production. 

In modern times, Trade Unions and Employers' 
Associations have had great influence on the actual 
rates of payment, and competition therefore has not 
been so free as pure theory might imply. 

For the present, it may be stated that wages fluctuate 
between the minimum set by the standard of life and 
the maximum set by the productivity of the worker, 
according to the bargaining strength of the workers and 
employers respectively. 

THE MARGINAL PRODUCTIVITY THEORY 
OF WAGES. 

This theory is simply an application of the marginal 
utility theory of value discussed in Chapter V, § 2. 
The wage that is paid to labour is governed by con- 
ditions of supply and demand, subject to certain 
reservations. 

A similar line of argument is followed. Suppose an 
employer to be taking on men for a particular grade of 
work. Whatever the industry, diminishing returns 
per man employed will apply after a certain point, 
though the men themselves do exactly the same amount 
and quality of work, A stage is reached when an addi- 
tional man yields no more than the wage paid ; i.e. it will 
not pay the employer to take on any more men. But 
as the men are " interchangeable," the employer will 
not pay a rate of wages higher than that measured by 
the output of the marginal man, or rather (for reasons 
explained in the chapter on Value) by the value of 
the marginal product. In the same way, it can be 
shown that there is a marginal supply price of labour, 
which, ho\yever (on account of the peculiarities attach- 
ing to the nature of labour — q,v), is more subject to 
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qualification. If the wage is raised, the supply of 
labour cannot be appreciably increased ; if the wage 
falls, the supply of labour cannot appreciably diminish. 

A very general statement would be that the wage for 
any industry tends to equal that amount at which the 
marginal worth of the labour to the employers and the 
supply price on the part of the workers are equal. ^ 

If wages fall below this level, competition among the 
employers may force the price up ; if it rises above the 
level, competition among the men may force the price 
down. 

^' Wages are the Discounted Marginal Product of 

Labour. ' ' A refinement of the Marginal Productivity 

Theory is the application of the conception of Discount. 

Production takes time, and workmen have not the 

means to wait imtil their product is marketed and 

paid for. Employers advance these means during 

the long period of production, the difference between 

the future and the present worth of labour constituting 

the gain to the employer. As will be shown in the 

theory of interest, things in the present are preferred 

to things in the future. This implies that if something 

is to be worth £105 in a year's time, its present worth 

may only be £100. The difference is an interest or 

discount, from whichever standpoint one regards it. 

A man's wage, according to this theory, is equal to the 

value of the marginal product less the interest on the 

wage froni the time it is paid to the time when the 

employer receives payment for the goods produced. 

^ The marginal method is not without its critics. Mr. J. A. 
Hobson contends that " marginal productivity turns out to be 
nothing other than an average productivity," and that the 
notion of the marginal increment playing " any special part in 
determining wages! or members of the group, is entirely fallacious." 
{Industrial System, p. 116, 1910 Edition.) This criticism is 
considered by Dr. Marshall in his Principles of Economics, 
8th Edition, pp. 409-lOn, 517n.) 
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PROVISIONAL CONCLUSIONS ON THE THEORY OF 
WAGES. 

While the Marginal Productivity Theory approximates 
to the truth more nearly than the earlier theories, certain 
qualifying factors have to be taken into consideration, 

(i) The theory assumes a system of fret competition 
and mobility not to be found in actual practice. It is 
not the case that if an employer can pay more, he will 
always be driven by competition to do so. Similarly, 
a worker may be receiving more than he would be pre- 
pared to accept under less favourable conditions. The 
economic friction is too strong to permit of automatic • 
immediate adjustment, though in the long run the 
tendency is more evident. 

(ii) The standard of life has a very important bearing 
on the determination of wages, particularly with 
reference to minimum rates. 

(iii) The term productivity is rather vague. Does it 

mean output of goods or merely of market- value ? 

The latter m>ay depend on the former or it may not. 

Again, if some things change in market-value after 

production, is the labour thereby more productive ? 

"This distinction is often forgotten, and the productivity 
theory of distribution comes to be used (unconsciously perhaps) 
as a. justification of the present unequal distribution of the 
national income. Each, it seems to show, gets what he produces ; 
what could be fairer ? It is forgotten that the market value by 
which this productivity is measured bears no constant relation 
to social service. The theory is true (if at all) only if we give 
* productivity * its second meaning, ' productivity of value ' ; 
the theory justifies the present distribution (if at all) only if 
it has the first meaning, * output.' In the only sense of the 
word ' productivity ' in which the productivity theory of 
distribution is true, the man who receives f^ per week for 
looking^ after Pekingese puppies for an American countess is 
four tmies as productive as the Oxfordshire farm-labourer 
receiving 15s. a week ; the services of the two to society do not 
bear the same relation," * 

* H. Clay, Economics for the General Reader, pp. 319-20. 
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Though the theory is still incomplete, it gives valu- 
able indications of the influences on wages. A rise in 
ef&ciency means an increase in the marginal worth and 
therefore a rise in the wage. One industry pays a 
higher wage than another because the marginal pro- 
ductivity is higher (i.e. the " productivity of market 
value "). For the same reason, one country may pay 
a higher real wage than another. Further, an increase 
in wages may accrue to improvements in the organizing 
ability of the entrepreneur, and, also to inventions and 
discoveries of new resources. 

Trade Unions and Wages. The subject of Trade 
Unions will be considered in Chapter XI. It may 
be stated in the present connection, however, that 
where the wage paid is actually lower than the value 
of the marginal product. Trade Unions may be able to 
force the wage up to that level and keep it there. For 
a short period, organized labour may actually compel 
wages above that level ; but in the long run, when 
adjustments can be made, it will not pay to employ 
labour at a remimeration higher than the value of the 
specific product. Similarly, combination of employers 
may force wages below the level in the absence of com- 
bination of labour. The length of the period in this 
case depends on the strength of the respective parties. 

As the subject of wages is bound up with interest, 
profits, and rent, further conclusions are deferred until 
these have been considered. 
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CHAPTER IX 

INTEREST AND PROFITS 

Section 1. Interest 

ANALYSIS OF INTEREST. 

Interest is the price paid for the use of capital, and must 
he distinguished from Profits, which are the return to the 
entrepreneur for his services. 

In practice, however, there is often a strong element 
of profits in ordinary interest. The recipient of a higher 
interest from a South American concern than from a 
British railway company claims the higher dividend as 
the reward of the greater risk he has incurred. Accord- 
ingly it is necessary to make a distinction between Net 
Interest and Gross Interest. 

Net Interest is the payment made for the use of capital, 
without any allowance for risk or any other factor. 
It is almost impossible to find actual instances of this 
pure return ; but, for practical* purposes, interest on 
British Government Stock and similar gilt-edge securities 
may be taken as a near approximation. 

Gross Interest is the inclusive return to an investment 
of capital, and may be analysed thus — 

(a) Net interest. 

(h) Reward for risk. 

(c) Payment for possible inconvenience incurred in 
the outlay, book-keeping, etc. 

VIEWS ON INTEREST. THE EXPLOITATION 
THEORY. 

Interest was regarded as unjustifiable by early writers. 
From Aristotle down to the Middle Ages, philosophers 

116 
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contended that money was '' barren," that it could not 
breed money. The Church forbade usury, which was 
also legally prohibited. (See Appendix.) 

The usury laws were not successful. People were 
continually requiring money and offering a payment for 
its use. With the Industrial Revolution, the need for 
capital was intensified, and the State, realizing that the 
usury laws were anachronisms, belatedly followed 
Bentham's advice and repealed them in 1854. 

The objection to interest in the past can readily be 
understood. Capital was not used in the same way 
arid to the same extent as now. Money borrowed was 
consumed " unproductively " more often than not. 
There was little to be seen as a result of the consump- 
tion, and therefore nothing apparently to justify the 
payment of interest. 

Later, the importance of capital in production increased 
and became recognized. But the dispute over interest 
was by no means settled. Rodbertus, Marx, and other 
Socialist writers, frankly regarded interest as theft, 
taken from the '* surplus value *' created by labour. 
But, as implied above, interest is the return to capital 
as a factor. The ownership of the capital is quite 
another matter. Should all the capital in the country 
be nationalized, the money-equivalent of the extra 
product due to that factor (i.e. the interest) would be 
collectively owned instead of going into private pockets* 
Socialism might prevent the payment of interest, but 
that would not aboUsh the existence of the extra product 
due to the employment of Cc^ital. 

THE PRODUCTIVITY THfiORY. 

It used to be contended.'by early economists that in 
the same way as land produces crops, so capital pro- 
duces interest. The early? form of the theory attributed 
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to capital a productive capacity per se. Where a loan 
took the form of livestock, there was an obvious specific 
productivity. But in the modern form of capital, such 
a power of production on its part was not so easy to 
prove. A man working by hand turns out so many 
units ; with the aid of a tool he doubles his output. 
Is the extra output the return to thei tool or to the 
labour ? It is not due to the tool alone, which is 
useless without labour, nor to the particular man's 
labour alone, but to the general social forces that 
brought the tool into existence. But whoever gets 
the fruit of the employment of capital, it must be 
admitted that by its use production is increased. 

The Productivity Theory contains much truth, but 
it does not account for the payment of interest on such 
capital, which, for different reasons, has not 5delded 
any product at all. It tries to explain interest from 
the side of demand only. Other fallacies can be deduced 
by comparing this theory with other one-sided attempts 
to explain value. 

THE ABSTINENCE THEORY. 

According to this theory, interest is said to be the 
reward of abstaining from the immediate consumption 
of capital. As the word '* abstinence '* might be taken to 
imply some sacrifice, which in the case of very wealthy 
lenders can hardly exist, the phrase ** reward for wait- 
ing '* is sometimes preferred. Applying the " marginal " 
conception to this theory, it is shown, by steps similar 
to those adopted before, that, on the supply side, the 
estimate of the marginal investor (i.e. the " abstainer " 
who is just persuaded to save the marginal investment) 
tends to equal the rate of interest. 

This view of interest is trueVp to a point, but it cannot 
be considered complete. Thbugh productivity is not 
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the only, it is an important, factor in the explanation of 
interest, and the Abstinence Theory pays it insufficient 
attention. 

THE " AUSTRIAN *' THEORY OF INTEREST. 

This theory attempts to show what it is that deter- 
nunes the rate which is just suf&cient to induce the 
supply of the marginal investment. It is usually 
associated with Prof, von Bohm-Bawerk, one of the 
" Austrian " or psychological school Of economists. 

The fundamental reason for interest, it is maintained, 
lies in the fact that a man prefers present satisfactions 
to future satisfactions. If he is offered the choice of 
jflOO in a year's time or now, he will prefer it in the 
present, quite apart from any consideration of risk (which 
is rewarded by a return to enterprise as distinct from 
interest). If he were offered the choice of £103 in a 
year and £100 now, he might still prefer the latter. 
But £105 in a year's time and £100 now might be equally 
attractive ; a point of indifference has been reached. 
The sum of £5 represents the loss in value that he 
experiences by postponing the consumption of £100 
worth of goods for one year. It is this " surplus " of 
present values over future values that determines the 
nature of interest. 

The explanation thus rests on a psychological basis, 
and resolves itself into the formula, " Interest is the price 
of time,*' 

This agio theory, as it is sometimes termed, while 
probably nearer the truth than the earlier explanations, 
tends to regard interest too much from the side of 
supply. Again, one must emphasize that no theory 
relying mainly on one set of factors, whether of supply 
or demand, can be a complete explahation of any 
value. 
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PROVISIONAL CONCLUSIONS ON THE THEORY OF 
INTEREST. 

Like the other shsures in the distribution of the social 
product, the total volume of interest paid corresponds 
to the productivity which capital bears to the other 
agents of production. Each factor tends to be 
employed in just those proportions that render the 
maximum net return to the entrepreneur. 

With regard to the determination of the rate of 
interest, the following conclusions seem to approximate 
to the truth : 

By the use of capital, production is increased. If 
wealth is not borrowed for productive purposes, but for 
" unproductive consumption," the loan nevertheless 
confers a service. These between them constitute the 
demand for capital. 

But capital, like anything else, is subject to the law 
of diminishing utility. A manufacturer may find that 
the 10th unit of £1,000 yields less product than the 
5th £1,000. The greater the supply, the lower will the 
marginal productivity become. From the side of 
demand, the exchange-value of the use of capital (i.e. 
the interest) tends to equal the marginal utility as 
measured by the value of the product. 

The stock of capital depends upon the power and the 
will to save (Chapter III, § 2). The rate of interest has 
a great influence on the accumulation of capital, though 
a certaiif amount of wealth would be conserved in any 
case. ^ As a general rule, however, it may be stated 
that from the side of supply, the rate of interest tends to 
equal the reward to the marginal investor, or better, 

^ It has been pointed out that a low rate of interest, instead 
of checking saving, may cause those people who wish to save 
for old age, etc., actually to increase their savings, so that the 
future sum be not less than first anticipated. 
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tends to equal the estiniate placed upon the marginal 
investment, as determined by the relative valuation of 
present and future goods. 

The rate of interest tends ultimately to the point at 
which the marginal productivity of the capital and the 
estimate upon the marginal investment, both as measured 
in money, are equal. 

Section 2. Profits 
ANALYSIS OF PROFITS. 

In the early stages of economic analysis, the entre- 
preneur and the capitalist were regarded as identical, 
and therefore no real distinction was drawn between 
interest and profits. Later it was recognized that, 
while one man might serve as both capitalist and entre- 
preneur, he was really performing a double function, 
namely, supplying the use of capital, and providing 
organization and enterprise. Indeed, it is seldom that 
a man acts as entrepreneur without supplying a certain 
amount of capital also. In the same way, the average 
investor of capital undertakes a certain amount of risk, 
and expects a return over and above the rate of pure 
or net interest commensurate with the amount of risk 
taken. It was seen above that in the ordinary or gross 
interest there was an element of profit. 

In order to discover the nature of real or pure profit, 
the ordinary profits of a business may be analysed. 
Returns to some or all of the following elements may be 
found — 

(i) Payment for Organization or Management. This 
is a reward for the duties carried out by the entre- 
preneur. In a sense, it resembles the remuneration he 
would receive if he acted as a paid manager, and is thus 
akin to wages. The gross earnings of the entrepreneur 
cannot permanently fall below the " wages o| 
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management " (though allowance must be made for the 
advantages of the employer's position compare<h with 
that of a paid manager). If they did, and provided 
that stocks and plant could be realized, he would find 
it more remunerative to become a salaried organizer. 

(ii) Payment for Risk. Since production has to be 
carried out usually in anticipation of demand, there is 
always a certain amount of risk involved. Long before 
the final product is paid for by the customer, money 
has been paid out for wages, materials, and borrowed 
capital, etc. The most skilled of entrepreneurs may 
have their estimate of demand upset by factors that 
cannot be foreseen. 

(iii) Net Interest. It was seen above that the " small " 
man tended to " lump " all his returns in one gross 
revenue. But, as the business grows, and capital and 
land are hired, interest and rent for their respective use 
are ranked as working expenses, not as profits. Deben- 
ture-interest has a higher percentage of net interest 
than the dividend paid on ordinary shares. The pro- 
portion of pure profit in the gross interest increases as 
one passes from bonds and debentures through the 
various kinds of holdings until the deferred shares are 
reached. {See Chapter XV, § 2.) The last are the most 
speculative and therefore have the biggest reward for risk ; 
but there is a certain element of pure or net interest. 

(iv) Monopoly Gains. A firm that has definite 
monopoHstic advantages may charge a price consider- 
ably higher than the cost of production. The profits 
thus contain an element surplus to what would be 
considered the normal profit. 

(v) Pure Profit. It was noted in the discussion on 
value that the marginal cost of production tended to 
equal the price, and that the marginal cost had to 
)nc|ttde 2 certain amount of profit ; otherwise there 
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would be no reason for the firm on the margin to carry 
on. This may be called the normal rate of profit. But 
the more efficient and better organized firms receive 
an extra return which is obviously of a different kind 
from the profit of the marginal firm. This differential 
gain is a form of profit, which is distinct in nature from 
the normal profit, much more so from the wages of 
management and the reward for risk. 

An important difference between monopoly gains and 
pure profit may be observed. Monopolies derive their 
" extra " profit from charging monopoly prices (Chapter 
VI, § 2). Pure profit is derived from selling the product 
at the market price determined by ordinary competi- 
tion. While monopoly profit is extorted by economic 
power and privilege, pure profit is the result of superior 
efficiency. 

It will be shown in the next chapter that the 
" differential gain " is very analogous to economic rent. 

PROVISIONAL CONCLUSIONS ON THE THEORY OF 
PROFITS. 

The basic element in profits seems to be that " normal " 
rate which the firm on the margin must receive over 
a period or cease producing. It is difficult to estimate 
what this is to be, as it depends on so many varying 
factors. The nature of the industry is one^ the age of 
the firm is another. ^ It cannot be said that profits 

* Firms in a new industry may make higher profits in the 
early years than later, for the following reasons — 

(a) The fact of getting a start over the others gives a certain 
advantage and profit. 

(6) Starting a new business requires a higher class of organizing 
ability than conducting one already established. 

(c) The number of competing firms is smaller than it may be 
later. 

(d) On the other hand, a greater risk is incurred ; but where 
the industry succeeds, the profits at first will be all the higher. 
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tend to an equality any more than wages, but there 
appears to be in every trade a certain minimum profit 
below which, taking everything into consideration, a 
firm will not carry on for long. 

The term " profits," therefore, allows of more than 
one interpretation. From different points of view, 
profits may be regarded, on the one hand, as the reward 
of enterprise and risk, and, on the other, as consisting 
of the " normal '' profit and (if the firm is above the 
margin) a certain differential advantage. Thus there 
remains even after the rewards for organization and 
enterprise, interest, etc., have been deducted, a dual 
element which does not admit of simple analysis. 

The inquiry into profits is necessarily incomplete at 
the present stage ; final remarks are impossible until 
the theory of rent has itSen examined. It will be 
shown that the implications of the rent doctrine help 
one to understand the system of distribution as a whole. 
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CHAPTER X 

RENT AND ITS APPLICATIONS 

Section 1 . The Theory of Rent 

THE MEANING OF ECONOMIC RENT. 

Rent in the economic sense denotes the payment for the 
use of the natural factor of production. 

As defined by Ricardo a century ago, "it is that 
portion of the produce of the earth which is paid to 
the landlord for the use of the original and indestructible 
powers of the soil." Dr. Marshall widened the defini- 
tion to signify *' the income derived from the ownership 
of land and other free gifts of Nature." 

Rent must be distinguished from the ordinary 
application of the term. Payment for the use of 
buildings or agricultural land includes not only a 
certain amount of pure rent, but also important ele- 
ments of interest, profits, depreciation allowances, etc. 
The payment for the use of a house is hire rather than 
rent. The true economic rent may only be a very small 
proportion of the hire value. 

Another distinction is necessary. With regard to 
the recent shortage of houses, people were unwilling 
to build them unless they could get what was loosely 
termed an " economic rent." This meant, of course, 
that they expected a fair return for the capital and 
labour and enterprise they put into the construction 
of houses. For a house that cost £1,000 when the rate 
of interest was 5 per cent, the interest alone would be 
£50 per year. But, as pointed out, the pure economic 
rent would be the payment for the land on which the 
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house was to be built, though not necessarily equal to 
the ground rent, which, if fixed for a number of years, 
may be above or below the real economic worth of the 
land. 

PECULIARITIES OF LAND. 

Land is strictly limited in quantity. It is different 
from the other factors of production in that it is per- 
manent, that no change in demand can affect the stock 
of land in existence. 

But though the actual amount of land is fixed, its 
services as a factor of production have been greatly 
increased. Fertilizers have added to the quality and 
quantity of output ; improvements in transport have 
made available certain regions whose products were not 
available hitherto. 

Land may be of the following types — 

(a) Possessing only natural or original powers of 
production (e.g. virgin land in a " new " country, not 
requiring any preUminary clearing, etc.). In an '* old " 
country, very little of this land is to be found. 

(b) Possessing, in addition, the powers of production 
that have been added to the elementary qualities (e.g. 
by fertilizers, clearing of ground, improved transport, 
etc.). 

(c) Possessing also such attributes as are owing to 
the social action and pressure of the conununity. This 
applies more to the situation than the fertility of land 
(e.g. valuable sites in the centre of a city). 

THE RICARDIAN THEORY OF RENT. 

Ricardo^ believed in the cost of production theory of 
value, which he attempted to apply to the agents of 
production. The subsistence level was held in effect 

1 See Appendix. 
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to be the " cost of production " of labour ; interest as 
the inducement to people to abstain from consumption 
was the " cost of production " of capital. But when 
the theory was extended to land, many difficulties arose. 
Land is not produced : its amount is constant whatever 
price is offered. Ricardo, therefore, sought another 
explanation of the return of the social product that goes 
to land, and his theory, with certain important 
modifications, is still generally maintained. 

The earliest and crudest form of the theory may first 
be examined. Imagine a limited area of virgin land 
to which come a number of settlers. Presumably these 
will appropriate the most productive land, which yields, 
say, 100 bushels of wheat for a given amount of land 
and labour. Suppose all the best land has been appro- 
priated, and some more settlers arrive. The latter are 
at hberty to take up the second-best land, which for the 
same area and labour yields 90 bushels of wheat. Alter- 
natively, they might approach the first-comers and ask 
them on what terms the best land can be rented. 
If no capital has been invested in the superior land, the 
owner will ask a rent equivalent to 10 bushels (i.e. the 
difference in the productivity of the two lands). At 
that point it is a matter of indifference to the new- 
comers whether they cultivate the second-best land 
paying no rent, or take over the best land and pay a 
rent of 10 bushels. From the point of view of the 
owner of the best land, if he asks a lower figure, com- 
petition among the new arrivals for his land will force 
the price up ; if he asks a higher figure, they will prefer 
to cultivate the inferior land rent free. 

Suppose all the first- and second-class land to be 
appropriated and that further settlers arrive. T^iese 
may take up rent-free the third-class land which yields 
80 bushels for the given area and labour, or pay the 
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owners of the second-class land a rent of 10 bushels, 
or the owners of the first-class land a rent of 20 bushels. 
Thus, increasing pressure on the limited amount of land 
causes the rent to rise without any effort on the part of 
the owner. The superiority in productive powers that 
one piece of land has over another corresponds in amount 
to the rent. 
Importance of Situation. 

This purely imaginary illustration is brought a little 
nearer to actual conditions if with the fertility of the 
land is included its accessibility, which Ricardo did not 
stress. In such an instance as the above, the settlers 
would probably appropriate the land most available. 
The reason might be ignorance of where the most fertile 
land was to be found. But even if this were known, it 
might not pay to cultivate it on account perhaps of the 
expenses of transport. * If the most fertile land bore 
an advantage of 10 bushels over the land immediately 
available, but necessitated an expenditure equivalent 
to 20 bushels in transporting the crop, the net product 
of the less fertile land would be higher than that of 
the more fertile land, and would yield consequently a 
higher rent. 

Rent of situation, therefore, must be considered 
alongside rent of fertility. It will be seen that in thickly 
populated districts, situation counts for more than 
fertility ; in cities, fertility (in the ordinary sense of the 
word) counts for practically nothing. 
Diminishing Returns and Rent. 

It was shown in Chapter III, § 1, that land, after a 
point, is subject to diminishing returns. The reason why 
intensive cultivation is not carried on as much as pos- 
sible is that the extra return may be less than the extra 
cost of getting it. Where extensive cultivation is pos- 
sible, the farmer covers a comparatively large area of 
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land and finds that the returns to his outlay do not 
diminish so quickly as if he were working intensively. 

Rent is seen to emerge again in this connection. 
Equal ** doses " yield a diminishing return, and the 
differences in their productivity are equivalent to a rent. 

As was emphasized in the section dealing with 
diminishing returns, the *' doses " of capital and labour 
applied may be successive or simuUaneous, and still be 
subject to diminishing returns. Some doses have, 
therefore, a differential advantage over others, though 
in themselves they are equal in quality and quantity. 

THE DETERMINATION OF RENT. 

Having discussed the nature of rent, one next examines 
the way in which its amount is determined. It is not 
sufficient merely to say that it is measured by the differ- 
ence in productivity. Consider, first, lands of varying 
fertility. Land A may have an advantage of 10 bushels 
over land B, which has an advantage over land C of 
the same amount. The advantage of A over C is, 
therefore, 20 bushels. There may be several other 
qualities of land, D, E, F, etc., all of which are found 
profitable to cultivate. This means that the rent on A 
will be much higher than a sum equivalent to 20 bushels. 
Which land serves as the basis iot final comparison and 
measurement of rent ? The answer is the land on the 
margin of cultivation, i.e. the land which, at the price 
of the product ruling at the time, is just worth while 
cultivating. To put it another way, the receipts from 
the product of the marginal land just cover the expendi- 
ture of the labour and capital applied ; there is no 
surplus. As demonstrated in the chapters on Value, 
it is the cost of the marginal product which indicates 
the price of all the product. Whether it is grown on 
the more productive or less productive land, the crop 
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(assuming the quality is the same) is sold at the price 
which is necessary to cover the expenses of the marginal 
product. For lands of varying productivity, there is 
said to be an extensive margin. 

Secondly, with regard to different " doses ** applied, 
the cultivator of one piece of land tends to invest capital 
and labour up to that point where the return just covers 
the outlay. As stated in the form adopted in the 
general discussion on value, he tends to produce up to 
the point where the marginal costs equal price. For 
doses of capital and labour of varying productivity, 
there is said to be an intensive margin. 

The extra productivity of the superior over the 
marginal unit, whether the units be different grades 
of land or " doses ' ' of capital and labour applied, 
determines the amount of the rent. 

If the price of the product rises, then it is profitable 
to cultivate the land or employ the " dose " of capital 
and labour that previously yielded less than the outlay. 
The margin is thus lowered, which means that the 
differential advantage or rent of the superior unit is 
raised. 

If the price falls (say, for reasons of foreign com- 
petition), it is no longer profitable to cultivate or employ 
what until now has been the marginal unit. The margin 
is therefore raised, and the differential advantage or 
rent of the superior unit is reduced. 

As a general rule, a rise in the price of the product 
causes an increase in the rent ; a faU in the price causes 
a reduction in the rent. 

In practice, the rent paid for land (quite apart from 
allowance for interest, etc.) does not usually rise or fall 
automatically with the price of the product, since rents 
are usually fixed by contract for a definite period, and 
any advantage or loss within that period accrues to the 
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tenant. But this does not disprove the increase or 
decrease in the true rent. // a long period he taken, 
to allow time for contracts to terminate, the money rent 
(deducting interest, etc.,) will approximate to the pure 
economic rent. 



DIAGRAMMATIC ILLUSTRATIONS OF THE NATURE 
AND DETERMINATION OF RENT. 

The foregoing analysis may be illustrated thus — 




(i) Suppose the rectangles represent the output from 
lands of different fertilities or situations, of equal 
area, and for equal combined units of capital and labour. 
The most productive land yields an output measured 
by rectangle a. The second-best land yields a product 
measured by b, the third yields c, and so on. Remem- 
bering that the price of the product is fixed for the 
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cultivator by the general conditions of supply and 
demand, suppose that the price is just sufficient to 
induce the cultivation of that land which yields an 
output of e per given unit of capital and labour. 
Obviously it will not pay to cultivate the less productive 
land which only yields /. The land which just yields 
sufficient to cover the outlay is on the margin of cultiva- 
tion. The difference between the productivity of the 
superior and the marginal land is the rent, marked by 
the shaded portion of the diagram. 

If the price of the product rises, then the sixth land 
may be brought into cultivation ; / becomes the mar- 
ginal product, and the rents rise. If the price falls, the 
fourth land becomes marginal and the rents fall. 

(ii) Referring to the same diagram, suppose the 
rectangles to represent the output from equal combined 
units of capital and labour applied to the same piece of 
land. The illustration is now similar to that of dimin- 
ishing returns. One unit of capital and labour yields 
a product measured by a. The second unit produces b. 
If two units are applied together, the yield is (a -\-b), 
i.e. less than la. The fifth unit yields e^ the sale of 
which just covers the cost. Assuming that the culti- 
vator knows exactly where to stop (often it is impossible 
to calculate this precisely), no more than five units will 
be invested. The " surplus *' product of each of the 
first four doses over the product of the fifth or marginal 
dose is equivalent to a rent. As before, a rise or fall 
in the price of the product will cause a rise or fall in 
the rent. 

(iii) A shorter way of demonstrating the nature of 
rent is as follows — 

The law of diminishing returns may be otherwise 
expressed as that of increasing costs. In this diagram, 
suppose a' to be the cost (including minimum profit) of 
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producing one unit ; b' the cost of producing a second 
unit ; and so on. The price at which all the units are 
sold is nieasured by the line PP. As before, e' is the 
marginal cost. The shaded area between a' and PP 
is a rent, which also accrues in diminishing degree to 
b', c\ and d'. The price just covers the cost e\ and in 




Costs (inclucUn^ Tntnimum profits) 

this case there is no rent. To produce another unit 
would cost /', which is higher than the price received. 

"NO RENT" LAND. 

The Ricardian theory of rent leads to the conclusion 
that land on the margin of cultivation pays no rent. 
It is sometimes contended, however, that in actual fact 
no such land exists, in England at any rate. Granted 
that, except in the very new countries, all the land is 
taken up and that the worst land demands some money 
payment, this does not necessarily contradict the con- 
clusion arrived at above. Pa5niient for the worst 
land can be explained in more than one way — 

(i) The marginal land which determines ^the rent 
payable, say, in England, need not be in this country ; 
it may be in America. Farmers here compete with 
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American producers, and the price is governed very 
largely by foreign competition. As the price rises or 
falls, rents at home vary accordingly ; and if the worst 
land here is superior in productivity to the marginal 
land in America (allowing for the cost of transporting 
the American produce, which has to be deducted from 
the gross output), it will yield a rent. Thus in an old 
country, all the land may bear a rent. 

(ii) A second reason for the pajnuent for the worst 
land in England may be that a certain amount of capital 
has been sunk in it, and the payment therefore for its 
use consists partly of interest. 

(iii) A tenant of a fairly large area cannot pick and 
choose, and pay rent only for the fertile tracts. Part of 
the land may be quite unproductive, but an inclusive 
rent is paid. Actually it is for the productive tracts ; 
nominally it is for the whole area. Thus the fact that 
no rent is paid for the non-productive land is concealed. 
Alternative Uses of Land. 

One modification of the Ricardian theory was seen 
to be the recognition of situation in addition to fertility. 
Another qualification to be made is in connection with 
the different uses to which land can be adapted, quite 
apart from its productive powers in the ordinary sense. 
Land may be used for growing wheat or barley ; or it 
may serve for arable or pasture purposes ; or it may be 
used for urban office and housing construction ; or it 
may be taken for pleasure parks and game preserves, 
or for purposes of social position. Each use has its 
margin, and under the present system is adapted to 
that purpose which yields the biggest revenue. In 
some of the uses put to land, it is particularly evident 
that exchange- values are no true index of worth to the 
community. '* The * pheasant margin ' may be higher 
than the * peasant margin.* *' 
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For some of these purposes, dependence upon foreign 
supply is impossible. Englishmen may consume wheat 
grown on American land ; but for social prestige, sport, 
and recreation, it is only land at home that matters. 
The owner of such land can make a charge which is not 
so much a differential as a scarcity rent (though it may 
be argued that all rents, in a sense, are scarcity rents). 
Hence another reason for the absence of ** no rent '* 
land. 

RENT DOES NOT DETERMINE PRICE, BUT PRICE 
DETERMINES RENT. 

This deduction is the result of Ricardo's analysis. 

He wrote — 

"The value of corn is regulated by the quantity of labour 
bestowed on its production on that quality of land, or with 
that portion of capital, which pays no rent. Corn is not high 
because a rent is paid, but a rent is paid because corn is high ; 
and it has been justly observed that no reduction would take 
place in the price of corn although landlords should forego 
the whole of their rent. . . . Rent does not and cannot enter 
into the least degree as a component part of its price." 

The doctrine, with certain important reservations, 
may be extended to the price of things besides 
agricultural produce. 

Briefly the steps in the argument are — 

(a) Producers sell their goods for what they can get 
and not as cheaply as their expenses permit. 

{b) The price tends to equal the costs of the marginal 
producer (or the marginal product). 

(c) The position of the price fixes that of the margin, 
which pays no rent. 

(d) Producers over the margin receive a rent which 
increases or decreases with a rise or fall in the price. 

(e) Therefore, the rent is the result of the price, and 
not a cause of it. 

Applied to urban rents, the same conclusion is broadly 
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true. (Again, one must bear in mind that the heavy 
interest and other charges on the enormous capitail 
invested in buildings have to be deducted before the 
true rent is ascertained ; in large cities, the proportion 
of pure differential rent to the interest charges, etc., is 
very. small.) A shopkeeper in a fashionable thorough- 
fare does not charge high prices because his economic 
rent is high. The economic rent is high because he is 
able to charge high prices. As far as the consumer is 
concerned, the pure rent does not enter into the price. 
If the payment of net rent were abolished, the shop- 
keeper could and would still keep the price up, and gain 
the advantage. In any case the consumer would not 
benefit [but see qualification (i) below]*. 

Generally speaking, interest has to be paid to induce a 
supply of capital, wages have to be paid to induce a sup- 
ply of labour ; but the supply of land cannot be increased 
or decreased by a higher or lower rent. Interest and wages 
help to govern the price of the product, rent has no such 
influence. 
Qualifications of this Doctrine. 

(i) While particular rents do not enter into the price, 
the same is not true of total rents. If rents were 
abolished, the tenant would get the advantage, not the 
customer. But if the rents were given over to the 
State, the produce of the whole country could be 
*' pooled." The commodities produced with the greatest 
expense could be sold at less than the cost of production, 
the loss being compensated by the gains on the com- 
modities that are produced at less expense than the 
selling price. Thus prices could be lower if the rents 
were socially instead of privately received. The state- 
ment, therefore, that rent does not enter into the cost 
of production is not true, if rent and cost of production 
are considered as a whole. 
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[An alternative plan that has been suggested is to 
tax the ** unearned increments.*' If rent does not enter 
into price, a tax on it cannot be shifted on to the con- 
sumer. Many difficulties present themselves in practice 
(e.g. the distinguishing between interest on sunk capital 
and pure rent). But over a long period, capital improve- 
ments become *' absorbed " by the land, and the total 
charge closely resembles a real rent. See Chapter XX, 
§2.] 

(ii) Where the land can be used for more than one 
purpose, the rent may be. a factor in deciding which use 
will be made of it (c/. arable and pasture). It there- 
fore helps to fix the margin of cultivation for one pro- 
duct or another, and in that way tends to settle the 
price of the marginal product. To this extent, rent 
may enter into price. 

BRITISH AGRICULTURE AND RENTS. 

The operation of the law of rent has been evidenced 
very clearly during the nineteenth and twentieth cen- 
turies. During the Napoleonic W?trs, the shortage of 
corn suppUes, combined with the high tariffs on imported 
com, contributed to a considerable rise in price. Land- 
owners and farmers made large incomes, and found it 
advantageous to cultivate the inferior land, hitherto 
below the margin. The rise in price thus lowered the 
margin of cultivation and raised the rents of the superior 
lands. Many farmers, thinking the good times would 
continue, heavily committed themselves financially. 
When the war ended (1815), prices gradually declined 
and, despite the protection afforded by the Com Laws, 
several farmers were ruined. Rents fell with the prices. 

During the nineteenth century, whenever prices of 
com rose or fell, rents moved likewise. The Crimean 
War, the United States Civil War, the Franco-Prussian 
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War, by cutting off foreign supplies and for other 
reasons, all helped to raise the price of corn, and rents 
rose in consequence. When, after the 70's, foreign corn 
came into Britain in increasing quantities, the price 
fell continuously, and so did the rents. Hence the 
so-called ** Agricultural Depression." 

Dtuing the recent war the same process has been gone 
through. Reduction of foreign suppUes and increased 
demands on our own produce caused prices to rise. 
The productivity of the land resources at home was 
increased, for, apart from Government compulsion, the 
high prices made it profitable to cultivate relatively 
inferior land and also to cultivate more intensively ; 
the general result was a rise in the economic rent. State 
control of money rents and prices complicated matters, 
but did not hide the real tendency. Since the war, 
some land has gone out of cultivation ; the margin has 
therefore risen, which means a fall in the net rents. 
The period is too short for the natural consequences to 
work themselves out, especially as many long-dated 
contracts have been made. But sufficient has been 
said to show the practical operation of the general 
principle. 

SUMMARY OF INFLUENCES ON RENT. 

The principal factors influencing rent may be shortly 
summarized. 
A Fall in Rents may be Due to — 

(a) Improvements in methods of cultivation. There 
is less resort to inferior lands, the difference between 
the best and worst land under cultivation diminishes, 
and therefore rents tend to fall. 

(b) Improvements in transport. These have the 
same effect. American corn is brought into this country 
and makes the use of the worst land in cultivation 
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unnecessary. Similarly, railway and other travelling 
facilities may ease the pressure on congested urban 
areas, and so prevent the town rents from rising as 
much as would otherwise be the case (though suburban 
rents may rise, but probably not to the same extent as 
the town rents would have risen). 

(c) Growth in supply of substitutes. New foods help 
to reduce the demand for com, etc., which fall in price, 
bringing about a fall in rents. 
A Rise in Rents may be due to — 

(a) Growth of population and improved standard of 
life, which means an increased demand. Prices rise, 
inferior land is brought into cultivation, and rents rise. 

(b) Increased pressure in centres of population on 
dwelling and business sites. 

(c) Wars and other disturbances, which increase the 
price and therefore rents. 

In practice, the one set of influences tends to counter- 
act the other, but, on the whole, the tendencies to a 
general rise in rents would seem the stronger. 



Section 2. Applications of the Doctrine of Rent 

APPLICATION OF RENT TO INTEREST, PROFITS, 
AND WAGES. 

Modern economic analysis has considerably widened 
the application of the conception of rent. From being 
a mere explanation of land incomes, the theory of rent 
is being extended to the whole scheme of distribution. 

Rent has been seen to he the payment for the factor of 
prodi4ction whose prodttctivity does not depend on the 
amount of income it receives, hut whose income depends 
upon its superiority in productive powers over that part 
which receives no income. 
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An element of economic rent can be found in interest, 
profits and wages, as is shown in the following 
illustrations — 

(i) As Applied to Interest. Suppose there is a sudden 
'* boom " in foreign trade, and a great demand for 
shipping. Freights rise and large profits are made by 
the shipping companies. Ships take a long time to 
build, and a considerable period may elapse before com- 
petition from new ships forces the charges down. The 
extra earnings of the ships during the period of fixed 
supply are likened to a rent. They are similar to the 
rent on land, in that owing to a limited supply and 
consequent high charges, the owners receive a surplus 
beyond the normal return. Inferior boats may be 
pressed into service ; they become ** marginal,** and 
the surplus earnings of the superior boats rise, ^yhen 
further supplies of shipping are available and freights 
fall, it no longer pays to employ these inferior boats, 
the margin rises, and the surplus earnings fall. 

In a short period, therefore, part of the return from 
fixed capital may he regarded as a kind of rent. 

The term quasi-rent is given to the pajnuent for the 
use of those agents of production, the supply of which, 
though alterable in a long period, is fixed in a short 
period. 

(ii) As Applied to Profits. Similarly with respect to 
profits. Imagine two firms of similar size and situation, 
equally equipped and employing the same amount and 
quality of labour ; but one firm is better organized, and 
can produce the same commodity at a lower cost than 
the other. If the superior firm can sell all its output 
at the price which is necessary to cover the costs of the 
inferior firm, it will do so. The profit it makes over 
and above that of the inferior firm is in the nature of 
a rent. 



Digitized by LjOOQ IC 



APPLICATIONS OF DOCTRINE OF RENT 141 

The price of the product tends to equal the marginal 
costs. The " surplus profits/' like rent, do not deter- 
mine, but are determined, by the price that is charged. 

It is the differential profits, of course, which do not 
enter into the price of the article, not what have been 
termed the normal profits. The latter must be con- 
sidered a constituent element in marginal costs, and 
therefore the supply price. Marginal land is still 
cultivated, though it pays no rent. But the strictly 
marginal firm must make a profit ; otherwise it ,would 
go out of existence. Dr. Marshall's conception of the 
Representative Firm is useful in this connection. This 
firm is not exactly marginal in the sense that a slight 
fall in the price of the product or slight rise in costs 
would cause it to go out of existence. It is ** one which 
has had a fairly long life, and fair success, which is 
managed with normal ability, and which has normal 
access to the economies, external and internal, which 
belong to that aggregate volume of production." Prices 
tend to adjust themselves to the cost of production, not 
of the strictly marginal firm but of the representative 
firm. A concern which produces more economically 
than this firm, but can dispose of its products at the 
price which the latter finds necessary, makes a surplus 
profit in the nature of a rent. 

(iii) As Applied to Wages. In the same way as 
'* surpluses " can be found in most interest and profits, 
they can also be observed in some of the remuneration of 
labour. A certain parallel has been drawn between the 
subsistence wage and the margin of production. Less 
than a bare subsistence income would not evoke a 
supply of labour. 

But most workers receive more than this minimum. 
One reason may be the superiority in natural ability. 
The income due to this is equivalent to the rent which 
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land receives for its natural superiority, and has been 
termed a Rent of Ability. Another reason may be 
scarcity in the supply of particular classes of workers, 
brought about either by the heavy cost of training or by 
artificial and social restrictions. Where capital has been 
invested in training for the work, a certain proportion 
of the remuneration corresponds to interest. But the 
income in such instances is usually quite dispropor- 
tionate to the income where no capital has been invested. 
Only a small proportion would be interest ; the rest 
would be a differential advantage due either to superior 
natural endowment or to the restrictions just indicated. ^ 

CONCLUSIONS ON THE APPLICATIONS OF RENT 
AND ON DISTRIBUTION IN GENERAL. 

Rent has been shown to be a payment not peculiar 
to the natural factor of production. It forms a part' 
of the return to capitalists, entrepreneiu^, and wage- 
earners. These groups of people have their respective 
margins, and the returns over those amounts are in the 
hature of a rent. The main difference between rent for 
land and the pa3rment for the other factors is that no 
alteration in rent can affect the supply and produc- 
tivity of the land ; while a change in interest, normal 
profits, and wages do up to a point affect the supply of 
capital, enterprise, and labour. To that extent, interest, 
normal profits, and wages are price-determining ; rent 
is price-determined. But most interest, profits and 

* The Consumer's Surplus noted in Chapter V, § 2, may be also 
likened to a rent. In the same way as a producer above the 
margin could sell his product for less than the market price, 
some consumers would be willing to pay more than the market 
price rather than go without the article. The one is a producer's 
surplus, the other a consumer's surplus ; they are both deter- 
mined by the price, and are therefore in the nature of a rent. 
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wages contain a certain amount of differential gain that 
does not enter into the cost of the marginal product and 
is therefore in the nature of a rent. 

Though each agent of production tends to be em- 
ployed in such proportions to each other that their 
marginal productivities are equal many of the people 
who supply the various factors receive an income, 
surplus to the actual marginal worth of these factors. 
These surpluses may be hidden under the elastic terms 
wages, interest, and profits, but their existence and 
influence are nevertheless felt. 

The doctrine of rent, therefore, is of service in under- 
standing many problems dealing with income. Final 
remarks on wages, interest and profit were impossible 
until rent had been examined and applied. The 
theory of rent throws a new Hght on distribution in 
.general, and its implications are far-reaching. Some of 
these will be examined at a later stage in connection 
with taxation and social policy. 
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CHAPTER XI 

SOME LABOUR PROBLEMS AND MOVEMENTS 

In this chapter will be 'considered, briefly of necessity, 
some of the more prominent problems connected with 
labour and the movements that have arisen to cope 
with them. For convenience, these may be examined 
under the headings of Unemployment, Industrial 
Unrest, Trade Unionism, and Co-operation. To a 
certain extent, these are matters of industrial organ- 
ization, but it was impossible to consider them until 
the more fundamental problems of value and 
distribution had been considered. 

Section 1. Unemployment 

XJNEMPLOYMENT IN PARTICULAR TRADES. 

While particular instances of unemployment may be 
attributed to certain causes, the problem of general 
unemployment presents a more difficult question. The 
subject is bound up with the whole of the economic 
system, and treatment, if it is to have any measure 
of success, must be radical in nature. 

Unemployment may be confined to a few trades at a 
time ; it is then largely due to some specific cause that 
affects those industries particularly. On the other 
hand, unemployment may be general ; the causes are 
then more fundamental. 

The causes of unemplo3rment in particular trades may 
be considered first. 

(i) Seasonal Demand. Some trades are subject to a 
seasonal demand for their product and therefore make 
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a seasonal demand for labour (e.g. building, agriculture, 
etc.). It ought to be possible to mitigate some of the 
unemployment caused in this way. Where the goods 
are not perishable, and conditions permit, production 
might be continuous throughout the year. Credits 
might be arranged where necessary. Fiurther, certain 
occupations which do not involve much special training 
might be '* sandwiched " in with each other, so that a 
man might pass from (say) labouring in the fields in the 
summer to labouring in gasworks in the winter. 

(ii) Irregular and Short Period Demand. Some trades 
fluctuate from day to day (e.g. those depending on the 
tides). The problem of casual labour is one of the most 
difficult to contend with. 

(iii) Industrial Changes and Re-arrangements. Intro- 
duction of machinery or new modes of production must 
always cause a certain amount of dislocation. (See 
below.) This form of unemployment would be in- 
evitable under any system ; but proper maintenance 
diuing the period, and training for other occupations, 
would do much to reduce the distress. 

MORE FUNDAMENTAL CAUSES OF UNEMPLOY- 
MENT. 

The above reasons for unemployment in particular 
occupations do not go to the root of unemployment in 
general. It has been contended that unemployment 
never will cease altogether while the present system 
continues. But whether this is so or not, general 
unemployment may be attributed largely to the 
following — 

(i) Imperfect Co-operation of Producers. When pro- 
duction was simple and division of labour compara- 
tively unimportant, the amount of unemplojonent was 
insignificant. A man working for himself usually had 
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a certain amount of land and stock, which at least kept 
him busy for a part of the time and provided the neces- 
saries of hfe. This was changed, however, when the 
division of labour became acute. Production now was 
indirect, and proper co-ordination of the various factors 
could not always be relied upon. In the absence of any 
regulating force, it is inevitable for production some- 
times to be misdirected, especially where illegitimate 
speculation has been operating. Moreover, specializa- 
tion means immobility of labour, and this is an important 
contributory factor to unemplo5niient. 

(ii) Imperfect Anticipation of Demand. Production 
became not only indirect and long drawn out, but came 
to be undertaken largely in anticipation of demand. 
Demand cannot always be accurately forecasted, 
especially where it depends on climatic and other con- 
ditions (e.g. the demand for straw hats). A too sanguine 
estimate may cause too many goods to be produced, 
with consequent unemployment among the workers 
directly and indirectly concerned. With the special- 
ization and interdependence of trades, unemployment 
may result from a very remote and distant cause. 

The combined effect of imperfect co-operation of 
producers and faulty anticipation of demand helps to 
bring about an industrial depression, which appears to 
recur at more or less regular periods. The subject of 
trade cycles, with which unemployment is intimately 
bound up, is necessarily deferred until the credit system 
has been considered. (See Chapter XV, § 3.) 

SOME FALLACIES RESPECTING WORK AND 
WAGES. 
(i) The fallacy that extravagant expenditure creates a 
demand for labour and keeps wages high. It is some- 
times argued that ** money kept in circulation " is good 



Digitized by LjOOQ IC 



UNEMPLOYMENT 147 

for trade, inasmuch as it constitutes a demand for 
goods and therefore for labour. 

The fallacy lies in the fact that money ** saved " is 
not hoarded, but entrusted to others who may make 
more economic use of it than if it were spent on 
comparative luxuries. 

Wealth spent on luxuries has not the same repro- 
ductive effect as most of the wealth spent on necessaries. 
A hundred pounds' worth of labour and material put' 
into a machine or good furniture renders a more economic 
service than the same amount devoted to luxury con- 
sumption. The machine, for instance, adds to the 
social product much more than was consumed in its 
production, and so swells the national stream of 
wealth. 

(ii) The fallacy that wars, fires, etc., create a demand 
for and are therefore to the advantage of labour. This 
fallacy is similar to the first. Replacement, though 
necessary, is not the same thing as more positive and 
reproductive effort. Similarly, with reference to certain 
proposals for helping the unemployed, it is better 
to provide work that is for the common benefit than 
mere schemes to keep them *' employed." 

(iii) The fallacy that the amount of work is limited. 
There is a common beUef that the amount of work to 
be done is strictly hmited, allowing of no expansion or 
contraction. Therefore the larger the number of 
workers, the less return for each, and vice versa. The 
notion of a work fund is similar to that of a *' wages 
fund " (Chapter VIII, § 2), and i§ equally fallacious. At 
any particular time, of course, the work to be done is 
limited and a judicious amount of restriction on entrants 
to the trade could be defended up to a point. (The 
question of *' ca-canny " is different, and as a regular 
practice is to be deprecated. So, too, on the other 

11— (1881) 
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hand, is the practice of some employers who prefer to 
carry on a regular system of overtime with fewer men 
than would normally be necessary, even when there is 
unemployment in the trade.) But over a period, one 
man's work, provided it is of a useful nature, creates work 
for others ; under-production is more to be feared than 
over-production. 

This fallacy is in some ways similar to that relating 
*to machinery and labour. 

MACHINERY AND UNEMPLOYMENT. 

A century ago the " Luddites " went about the 
country smashing machinery, believing that the intro- 
duction of machinery was, by throwing people out of 
employment, the main cause of the prevalent^ poverty . 
Even to-day there are people who look upon machinery 
as a big cause of unemployment. But while the imme- 
diate effect of a machine's introduction might be to 
reduce the demand for a particular kind of labour, the 
ultimate effect will under wise guidance be generally 
beneficial. 
How Labour Displaced by Machinery is Absorbed. 

(i) As shown in Chapter II, §2, machinery often 
brings about a reduction in price. Unless the demand 
for the commodity is absolutely inelastic, the amount 
produced will have to be increased, so as to absorb some, 
if not all, of the workers displaced. 

(ii) More employment will be offered in the making 
of the machinery. 

(iii) Further, even if the public do not demand 
sufficient of the new machine-made goods to retain the 
original number of men in emplo5anent, the cheapening 
in price will release demands for other goods, entailing 
an increased demand for labour in those directions. 

(iv) It might be maintained that when everybody has 
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all that is required, and no reduction in price induces 
further purchases, there would be no scope for dis- 
placed labour. This is not true, as under such ideal 
conditions it is safe to assume that people will work 
shorter hours (i.e. buy more leisure) and so reduce the 
supply of redundant labour. 

To all this should be added the fact that a consider- 
able period often elapses between the invention and 
actual introduction of a machine, especially where a 
big capital outlay has been made on the earlier 
machinery. This " time lag " acts as a brake on too 
speedy displacement. 

WARS AND UNEMPLOYMENT. 

The reasons for unemplo5anent following a great war 
are too obvious to need detailed explanation. The more 
important may be briefly noted — 

(i) Few would hold at the present time that wars can 
be made to pay. Resources are diverted into non-pro- 
ductive channels, wealth is consumed at an enormous 
rate, and the country tends to live on its capital. To 
that extent she must emerge the poorer. This means a 
smaller demand for goods at home. 

(ii) The heavy taxation that is imposed in order to 
pay the interest on war-debt and meet other charges 
means a drain on the social resources, which reacts on 
the demand for labour in a similar way. This may be 
partly offset, however, in so far as the internal (and to 
a less extent the external) payments of interest create 
a demand for labour. 

(iii) The productive capacity of a nation is reduced 
through men being killed and incapacitated; and 
machinery and plant for producing " peace " goods 
depreciating during the years of war. (It may be con- 
tended that the fewer the number of workers, the more 
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work there will be for each, and that therefore unemploy- 
ment should be reduced rather than increased. But 
this ignores the important fact that a redtiction in 
the amount of labour may be accompanied by a bigger 
redtiction in the demand for labour. " Work creates 
work." The fallacy is that of the " work fund," which 
was examined above.) 

(iv) Where the late enemy has been an important 
customer for a country's exports, the same effect upon 
the demand for home products is observed. 

(v) The situation is made considerably worse by an 
unstable foreign exchange, which hinders trade and 
therefore the demand for labour. 

Section 2. Industrial Unrest 

CAUSES OF INDUSTRIAL UNREST. 

The Economics Section of the British Association 
inquired in 1915 into the problem of industrial unrest, 
and after exhaustive inquiry issued a report.^ an out- 
line of which, together with subsequent developments, 
is considered below. 

The principal causes of unrest (apart from temporary 
war reasons) are suggested as being — 

(i) The desire of workpeople for a higher standard of 
living. 

(ii) The desire of workpeople to exercise a greater 
control over their lives, and to have some determining 
voice as to conditions of work. These include a con- 
sideration of the effects of speeding up on the one hand, 
and of limitation of output on the other. 

^ The Report is considered in more detail in British Labour, 
Replacement and Conciliation, 1914-21 (ed. by Prof. Kirkaldy), 
being the result of conferences and investigations of Section F 
of the British Association ; Chap. XV. 
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(iii) The uncertainty of regular employment. 

(iv) Monotony in employment. 

(v) Suspicion of the workers that they are being 
exploited. 

(vi) The desire of employers for more plentiful and 
regular output. 

To these may be added — 

(vii) The desire for recognition of Trade Union func- 
tions. On this last point, opinion is very varied. The 
workers' organizations have received an increasing 
amount of recognition in recent years ; Conciliation 
Boards, Industrial Councils, etc., would be practically 
impossible without it. Trade Union machinery is not 
merely recognized by the State, but is employed in con- 
nection with the Health and Unemployment Insurance, 
and other schemes. But the question of Trade Union 
rights in such matters as shop management, etc., still 
gives rise to serious dispute. 

ATTEMPTS AT DIMINISHING INDUSTRIAL UNREST. 

It is only possible here to give very brief notes on the 
principal methods adopted. 

(i) Conciliation and Arbitration Boards. These may 
be permanent or temporary in nature, consisting of 
representatives of employers and employed, and pos- 
sibly of outside members in addition. Disputes are 
referred to the Boards and, in the event of no agree- 
ment being reached, there may be arrangements for 
appointing one or more arbitrators to give their award. 
But the parties are not bound to accept this decision, 
a feature of the system being the voluntary principle ; 
this gives agreements, when made, a more acceptable 
and surer basis. 

(ii) Arbitration. 

(a) Voluntary. The Conciliation Act of 1896 gave 
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the Government the power to intervene in a dispute, 
to bring the parties together and, if invited, to appoint 
arbitrators. But a decision given by an arbitrator can 
never be as satisfactory as one arrived at by mutual 
discussion, concession, and final agreement. It is diffi- 
cult to find an arbitrator who is perfectly impartial. 
Whether he is chosen by the parties concerned or 
appointed by the State there is always the suspicion 
that his award may be influenced by some bias, 
conscious or unconscious. 

(b) Compulsory, This mode of settling a dispute has 
never been popiilar in this country, though it has been 
practised in New Zealand, New South Wales, and else- 
where. The Munitions of War Acts, 1915-17, intro- 
duced compulsory arbitration as an emergency measure, 
but ceased to operate in 1919. 

Arbitration, in any case, cannot be satisfactory where 
the issue is wider than one of wages or hours. The 
problem of Trade Union recognition, for example, is too 
fundamental to permit of an outside decision being 
imposed upon the parties in dispute. 

(iii) The Industrial Council. In |911 a Council was 
established, composed of twenty-six members (equally 
representative of employers and labour) and a chairman. 
It was to consider and inquire into trade disputes, and 
be regarded as supplementary to the machinery of the 
Conciliation Act of 1896. Provision was made for 
investigation, conciliation, or arbitration, as the occasion 
required. The Industrial Council could only make 
recommendations ; it had no compulsory powers. The 
Council did not have a marked measure of success and 
has been superseded by subsequent schemes. 

(iv) Whitley Councils. The Government Committee, 
which was appointed in 1916, recommended " the 
establishment for each industry of an organization 
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representative of employers and workpeople to have 
as its object the regular consideration of matters 
affecting the progress and well-being of the trade 
from the point of view of all those engaged in it, so 
far as it is consistent with the general interest of the 
conmiunity." 

For each industry there were to be permanent national, 
district, and local councils, all meeting regularly ; these 
to be concerned not merely with wages and hours, etc., 
but also with the broader problems of education, wel- 
fare, scientific management, etc. Again the basis was 
voluntary. 

The Whitley Councils have been set up in over sixty 
industries and in the Civil Service, affecting more than 
three million workers. From the few years' experience 
of them, it would appear that they are capable of useful 
work in some directions, but cannot be regarded as 
fulfilling all the expectations that were optimistically 
held a few years ago. In the well-organized trades, 
their work is rendered partly unnecessary by the exist- 
ing machinery. At the same time, they may give a 
certain amount of useful organizing experience to the 
workers' representatives on the Councils. 

(v) The Industrial Courts Act, 1919. A standing 
Industrial Court was appointed by the Ministry of 
Labour, consisting of representatives, employers, and 
workers, together with a number of ** independent " 
persons. Trade disputes may be referred to this Court, 
which makes full inquiry, and may take evidence. 
But the voluntary principle is still adhered to ; there 
is no penalty for failure to comply with the decision of 
the Industrial Court. 

(vi) In rather a different category from the above are 
Profit-sharing and Co-partnership schemes, which are 
examined below. 
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To quote Prof. Pigou, it may be concluded generally 
'* that eminent outsiders, non-govemmental boards, 
and official agencies of mediation are all valuable in 
their spheres. It must not, however, be forgotten that 
they are also dangerous. As an indirect consequence 
of their presence, the development of peace-promoting 
machinery within separate industries — 3, more effective 
solvent of differences than ' good offices ' are ever likely 
to be — ^may be checked. To prevent this result, dis- 
cretion on the part of the intervening body is essential. 
It should never arrogate to itself the claim to more than 
a transitory usefulness, and should carefully encourage 
. . . the formation of mutual Boards in the industries 
in which it is brought into contact."^ 

PROFIT-SHARING AND CO-PARTNERSHIP. 

Profit-sharing is based on an agreement between 
an employer and the workpeople under which the 
latter receive, in addition to the wage, a share fixed 
in advance, in the proits of the undertaking. It thus 
excludes premium bonus arrangements, gratuities, etc. 

Co-partnership is an extension of profit - sharing 
schemes. As a rule, the worker is enabled to accumu- 
late his portion of the profit and exchange this for shares* 
in the emplo5dng company, though there are some 
systems which allow the workers to obtain shares with- 
out any preliminary distribution of a profit-sharing 
bonus. In a few instances, provision is made for repre- 
sentation of the workers on the board of directors, but 
the proportion so far has only been nominal. 

Though individual profit-sharing and co-partnership 
schemes have had a certain amount of success, the same 
cannot be said of the majority of such arrangements. 
The Government Report in 1920 (Cmd. 544) stated that 

» Economics of Welfare, p. 390. 
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out of about 400 schemes put into operation at various 
times, over half had come to an end. Only fourteen 
operating in 1920 had survived over thirty years, 
thirty-six over twenty years. While many of the 
schemes had failed for financial reasons, over a half had 
been abandoned owing to dissatisfaction of both 
employers and employed. Trade Union opposition 
has generally been very pronounced, it being claimed 
that participation in the profits of a concern, even if it 
does not tend to reduce, the wage bill and so nullify any 
financial advantage, may undermine the loyalty of the 
workers to their own organization, and in the end be 
against their true interests. 

Section 3. Trade Unionism 

THE TRADE UNION MOVEMENT. 

A Trade Union has been defined as *' a continuous 
association of wage-earners for the purpose of main- 
taining the conditions of employment " (Webb). The 
element of continuity is important, as early labour 
organizations were usually called into existence only in 
times of dispute, and dissolved when they were no longer 
of urgent need. But it was soon found indispensable 
for the combination to be continuous, not merely for 
reasons of preparedness, but also for the fact that the 
very existence of a union might in some cases prevent 
undue demands on the part of the employers. 

Early Trade Unions were confined to male skilled 
workers, but in the " New Unionism '' movement 
towards the end of last century, women and imskilled 
workers were brought within the scope. This was 
largely due to the recognition that the skilled *' aristoc- 
racy of labour " were really acting against their own 
interests in keeping out the so-called semi-skilled and 
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unskilled. It was found that the new machinery, 
tended by workers who could not be classified as 
" skilled," was often able to compete successfully with 
the skilled craftsman, and helped to blur the difference 
between the grades of labour. It was necessary, there- 
fore, for the '* lower " classes of labour to be organized, 
it only to prevent their " blacklegging " the ** higher " 
grades. 

In some wa)^ related to the " New Unionism " has 
been the development of '* Industrial " as distinct from 
** Craft " unionism. The early organizations of the 
skilled workers were mainly on ** craft " lines, i.e. 
associations of men engaged in performing similar 
operations, irrespective of the industrial group to which 
they belonged. Thus engineers in the railway, motor, 
iron, and steel industries, etc., might all belong to a 
single union or group of unions. Comparable in some 
ways to the organization of capital, craft unionism is a 
form of " horizontal " combination. ( Cf, Chapter IV, § 2.) 

To a large extent there has been a reaction against 
this t5rpe of combination in the movement for " Indus- 
trial " unionism, which, by attempting to organize all 
the workers in an industrisd group (e.g. railways, mines, 
etc.), aims rather at a " vertical " combination. It is 
maintained that this type of union is more effective for 
serving the best interests of the workers generally. 
Further, those, like the Guild SociaUsts, who advocate 
Trade Union management of industry, support industrial 
unionism on the ground that a unified organization is a 
necessary preliminary to industrial control. It is super- 
fluous to add that those who follow a more Syndicalist 
line of thought, and aim not merely at trade union 
management but at ownership of the industrial groups, 
are unanimously in favour of industrial unionism. 

Though the controversy cannot be considered finally 
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settled, amalgamation and federation are constantly 
going on. Nearly every Trade Union in the country is 
attached to one federation or another, established to 
secure unity of purpose and action in the various indus- 
trial groups. In the following Trades Union Congress 
statistics is shown the remarkable growth of Trade 
Union membership since 1868 (the first year in which 
the Congress was held), particularly during the war 
period. It will be observed that while the membership 
mcreased by nearly 4,000,000 between 1915 and 1921, 
the number of unions fell from 215 to 212, though 
there had been a rise in the meantime : sure evidence 
of the large amount of amalgamation in those years. 

It should be added that besides the 6^ miUion members 
affiliated at the present time to the Trades Union Con- 
gress, there are about two miUion Trade Unionists not 
affihated. The total number in the country in 1920 is 
given as 8,502,000 compared with less than 2,000,000 
in 1901. 





Trades Union Congress Statistics 


Year. 


Number of 


Number of Societies 


Number of Members 


Delegates. 


Represented. 


Affiliated. 


1868 . 


28 


28 


118,367 


1878 . 


136 


114 


623,957 


1888 . 


165 


138 


816,944 


1898 . 


406 


188 


1,184,241 


1908 . 


522 


214 


1,777,000 


1915 . 


610 


215 


2,682,357 


1919 . 


851 


266 


5,283,676 


1920 . 


955 


215 


6,505,482 


1921 . 

1 


823 


212 


6,416.510 • 



* Since the above was printed, the 54th Congress has met 
(September, 1922). Owing largely to unemployment, the 
membership has fallen to 5,127,308, a drop of a million and a 
quarter, the number of delegates being reduced by 93. 



Digitized by LjOOQ IC 



158 



THE SUBSTANCE OF ECONOMICS 



Six out of the eighteen groups of unions affiliated to 
the Trades Union Congress have a membership equal 
to two-thirds of the total — 



General Workers .... 


. 1,117,680 


Mining and Quarrying 


937,412 


Engineering and Foundry Trades 


695.013 


Railway Unions .... 


616,196 


Other Transport .... 


470,595 


Building and Woodworking 


455.717 


Total .... 


. 4.292.613 



As mentioned, a large proportion of Trade Unionism 
is also covered by federation activity ; this is shown by 
the following figures — 



Federation. 


No. of Unions 
Af&liated 


Total Membership 
Represented. 


Nat. Fed. of General Workers 

Building Trades Federation . 

Shipbuilding and Engineering 
Trades Federation . 

^Transport Workers' Federa- 
tion 


8 
16 

34 

21 

79 


1,750,000 
500,000 

1,503,984 

1.348.754 


Totals .... 


5,102.738 



* In process of formation. 



TRADE UNION METHODS. 

Trade Unions vary in constitution and methods, 
according to the nature of the occupation and of the 
workers. The proportion of attention given by the 
different unions to the various methods mentioned 
below fluctuates considerably. One union may favour 
political action, while another ignores it. Or one may 
be more subject to industrial disputes than another, 
and therefore devote a bigger share of its activities and 
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funds to dispute benefits. So far as is possible to 
generalize, however, the following are the principal 
methods — 

(i) The Method of Voluntary Insurance. From the 
funds raised by common subscription, benefits are 
provided — 

(a) Friendly benefits, such as funeral, sick, and 
superannuation pay. 

(b) Trade benefits, such as unemplo5anent pay. 

(c) Dispute benefits. These are provided now by 
nearly all the unions, and in some cases absorb the 
greater part of the revenue. 

The provision of friendly benefits has been seriously 
criticized by the advanced Trade Unionists, who contend 
that this is not the function of a union, which, in so 
far as it is a friendly society, tends to become conserva- 
tive and over-cautious. On the other hand, the friendly 
benefits do attract a certain number of workers who 
otherwise might not become mefnbers. The part now 
taken by the Trade Unions in carrying out the Insurance 
Act has helped, if anything, to strengthen the provident 
element. In any case, it is doubtful whether this 
obscures the real functions of Trade. Unionism. 

(ii) The Method of Political Action. The importance 
attributed to this varies from union to union. In the 
history of labour organization, there have been periods 
when political action has been prominent, other periods 
when it has been generally alleged to be futile. But the 
fact that the political activities of Trade Unions have 
been opposed from outside quarters shows that this 
method is full of potentialities, and one to be consistently 
followed. 

(iii) The Method of Collective Bargaining. This is the 
method adopted to determine standard rates, working 
hours, and conditions of employment, and is held by 
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many to be the most important function of trade 
miionism. In addition to the ordinary function of 
collective bargaining, the principle has been extended 
by the establishment of permanent Conciliation Boards, 
equally representative of employers and employed, to 
consider matters in dispute. In some trades these 
Boards have been very successful, and have brought 
about concessions to the workers with less resort to the 
strike weapon than in industries where the collective 
bargaining machinery is not so advanced. 

(iv) The Method of the Strike. This is the last resort 
of the Trade Union, which holds fast to the principle of 
the right to strike. Though several schemes have 
been devised, and some put into operation, for the 
securing of industrial peace, the principle of the ulti- 
mate right to strike has not in this country (except in 
war-time) been seriously challenged. Attempts to 
impose schemes of compulsory arbitration have failed. 
(See § 2.) 

TRADE UNION RESTRICTIONS. 

Trade Unions aim, in effect, at monopoly of labour 
supply. This does not mean that they are to be 
criticized on that ground. A firm, emplo5dng a thou- 
sand men, is equal in bargaining power to all the 
employees put together, and is virtually a combination 
in itself. The workers in such a case have to obtain a 
monopoly to secure equal bargaining power. The 
monopoly here is not of any special class of labour in 
a trade, but is rather a general combination intended 
to reduce the employer's advantage. 

Of a different type is the monopoly aimed at by a 
particular class of labour, which by apprenticeship or 
other restrictions attempts to limit entry to the trade. 
Though apprenticeship restrictions are still prevalent 
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in many industries, they do not offer the same barrier 
as formerly. The introduction of machinery and the 
subdivision of processes rendered unnecessary, in several 
instances, the long periods of training, and many unions 
have been obliged from necessity to accept as members 
those who did not pass through a formal apprenticeship 
period. 

Again, there is the monopoly of certain kinds of work 
held to be the special function of a particular class of 
labour. This leads to demarcation disputes among the 
workers themselves. The motive is the desire for a 
proper control over the conditions of employment rather 
than mere selfishness. Nevertheless demarcation dis- 
putes are, on the whole, less warrantable than those 
which concern the interests of all the workers ; classes 
within classes do not make for unity. 

Section 4. Co-operation 

THE CO-OPERATIVE MOVEMENT. 

Though the Co-operative Movement in this country 
is usually associated with societies of consumers, it is 
necessary to point out the other form of co-operation, 
namely, that of people in the capacity of producers. 

In the earliest days of the movement, co-operation 
was chiefly of producers. Workers, uniting their 
services and interests, jointly produced and sold com- 
modities, the profits from which were distributed in 
agreed proportions amongst the members of the society. 
There have been several attempts to develop these 
producers' associations, and, although a number are 
still found in certain industries, ^ they are overshadowed 

^ Mainly in the textile, boot and shoe, and printing trades. 
There is also a certain amount of co-operative production and 
selling among farmers, but this could hardly be termed workers' 
productive co-operation. 
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by the consumers' associations. (On the Continent, how- 
ever, co-operation of producers has been comparatively 
more successful.) 
Development of Consumers' Co-operation. 

The movement began with the decision of a number 
of people to buy and sell collectively the articles they 
and their friends needed. They would get them at 
the wholesale price, and the profit, instead of going 
to the ordinary shopkeeper, would be retained by the 
members of the society. Independent retail stores were 
gradually established in various parts of the country. 

In time the movement went a stage further. It had 
begun with the selling end, and now it began to develop 
backwards. Wholesale dealings were engaged upon, and 
the retail stores were to be supplied as far as possible 
from co-operative sources. The wholesale co-operative 
societies commenced to manufacture on their own, 
and gradually extended their scope. Their activities 
now range from tea-growing to banking. But they 
cannot be termed associations of producers in the strict 
sense of the word. . The control is almost entirely from 
'* above," and the employees are paid on a wage basis. 

Broadly speaking, the wholesale societies are in that 
relation to the retail societies as the latter are to the 
individual members. The profits of the wholesale 
dealings are distributed among the retail organizations, 
which in turn distribute the profits among their 
customers. 

The consumers' movement in Great Britain is now 
very extensive, its membership amounting to over 
A\ millions. Since one member sometimes represents a 
whole family, the number of persons actually affected 
is considerably higher. Three-sevenths of the popula- 
tion are supplied with about one-half of their foodstuffs 
and one-tenth of their other household requirements. 
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Consumers. 



Wholesale. 



Retail. 



Producers. 



Number of Societies . 
Number of Members . 
Share and Loan Capital 

Sales 

Net Surplus 
Number of Employees 
Salaries and Wages . 



3 

2,119 

;i24,605,694 

;£1 36.670,058 

/909,669 

47.470 

;^,533,874 



1,379 

4,504,852 

;f 86,553. 168 

;f254.158.144 

;i25.458,555 

138.955 
;£19.978.118 



105 

42.855 

;f2.788.573 

;i9,222,699 

/539,733 

11.873 

;£1,673.461 



* Adapted from Co-operative Union Statistics ; 
Book for 1922. 



People's Year 



ADVANTAGES AND DRAWBACKS OF CO-OPERA- 
TIVE SOCIETIES. 

Some of these are common to all large-scale enter- 
prise ; others are peculiar to the co-operative movement, 
(i) Advantages. 

(a) Regular and Guaranteed Market, The cus- 
tomers can generally be depended upon for a regular 
order ; this permits calculation to be made, and 
reduces the quantity of unsold stock. 

(b) Saving on Advertisement, Partly for the same 
reasons, it is unnecessary for co-operative stores to 
advertise to the same extent as other firms. Never- 
theless, a certain amount of wise advertisement is 
essential. 

(c) Dissemination of knowledge of best methods 
among the different co-operative concerns. 

{d) The economies of large-scale production, sell- 
ing, and administration. (See Chapter IV, § 1.) 
(ii) Drawbacks. 

(a) The difficulty sometimes of finding efficient 

12—0881) 
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business organizers among the ranks of the co- 
operators. 

(b) The overlapping of areas of different societies, 
and consequent friction. 
These defects are not fundamental, and are likely to 
be remedied as the movement grows in scope and 
experience. 

ECONOMIC ASPECTS OF CO-OPERATION. 

Some of the more important economic aspects of the 
co-operative societies may be briefly indicated. 

(i) .Selling at Market Price. The societies do not 
abolish profits, but rather appropriate them for the 
benefit of the co-operators. It has been frequently 
suggested that the stores should not sell at the ordinary 
market price, but at such a figure as would just cover 
costs (allowing, of course, for a certain reserve to meet 
contingencies). 

The poUcy of seUing at the market price has, however, 
prevailed. It is claimed — 

(a) That the members prefer a periodical dividend 
which is of more impressive dimensions than the 
small economies, amounting perhaps to only a few 
coppers, effected at the time of the purchase. 

(b) That the dividend serves as a hold on the pur- 
chasers and induces them to become regular 
co-operators. 

(c) That friction with other dealers is avoided. 

(d) That expenditure on education and general 
improvement is made more possible. 

(ii) Fixed Interest. Different from joint-stock com- 
panies, the shareholders in co-operative societies (the 
customers who have allowed their dividends to accumu- 
late) receive a fixed rate of interest, i.e. the profits are 
distributed among co-operators as customers rather 
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than as capital holders. Further, in business meetings, 
the rule is one vote per member, not per share. 

(iii) Sales to Non-members. While such sales are not 
permitted in some Continental co-operative societies 
(e.g. in Germany), they are allowed in the United King- 
dom ; but the number of customers who are non- 
members is not very large. Non-members usually 
receive half of the dividend, which serves as an induce- 
ment to qualify as members in order to get the full 
benefit. 

(iv) Administrative and Managerial Experience. The 
co-operative societies have been instrumental in giving 
the working classes a large practical experience of busi- 
ness organization. It used to be stated that co-operative 
enterprise was subject to certain limits, but recent 
expansion in both methods and function have provided 
ever-widening scope for the worker co-operator. Some 
claim that this large measure of self-government is an 
important stage in the development of democratic 
control of industry. 

THE TENDENCY TO CONCENTRATION IN LABOUR 
ORGANIZATIONS. 

It was observed in an earlier chapter that the control 
(though not necessarily the ownership) of capital was 
becoming concentrated in fewer hands. The same 
tendency is observed in the organization of labour. 
The Trade Union membership has increased, while the 
number of unions has decreased. Through the Trades 
Union Congress and the new General Council, the forces 
of laboiu- are being further co-ordinated. 

Similarly in the co-operative movement, the whole- 
sale societies link up the numerous retail societies, 
presenting what is sometimes called the Co-operative 
Commonwealth. 
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The relations between the Trade Union and Co- 
operative movements are gradually TDecoming strength- 
ened. This is evidenced by the help given by the 
stores during strikes and by Trade Union investments 
in the Co-operative Bank. The political activities of 
the two movements are also, to a large extent, providing 
a common ground. 

It is contended in some quarters, however, that a 
real unity between them cannot be found. The critics 
of the wage system point to the " dividend hunting " of 
the co-operative societies, maintaining that profits are 
incompatible with true labour interests. Others argue, 
further, that the co-operative activities are not so 
directly concerned with a man's immediate interests and 
standard of Hving as those of the Trade Union ; that the 
union is consequently more miUtant than the co-operative 
society, and the two can never enter into a perfect 
aUiance. 

But the fact that the Trade Union affects man primarily 
as a producer, and the co-operative society concerns 
him as a consumer, does not indicate any clear-cut dis- 
tinction between them. The two are certain to develop 
in their own particular ways, but sooner or later their 
mutual interests must be generally recognized. 
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PART IV 

THE MECHANISM OF EXCHANGE 



CHAPTER XII 

THE FUNCTIONS OF MONEY 

Section 1. The Nature and Functions of Money 

MONEY EMERGED FROM THE INCONVENIENCE OF 
BARTER. 

An indirect but simple way of understanding the 
services rendered by money in trade is to examine the 
earlier system of barter, under which goods were 
exchanged directly for other goods. Barter presented 
the following difficulties — 

(i) Want of Coincidence. Barter requires a double 
coincidence of things required and offered. If A and B are 
going to trade their goods, A must have what B wants 
(and in the right amount), while B must have what A 
wants (also in the right amount). Further, they must 
both require each other's goods at the same time. If A 
wants bread and offers cloth, B wants cloth but can 
only offer boots, then a third person C may be found 
who wants boots and offers bread, and so complete the 
triangle of exchange. 

But it is obvious that as division of labour develops, 
and wants grow in number and variety, this way of 
arranging one's supplies and needs becomes more diffi- 
cult. It was only possible, and then in a rough way, 
among very small communities. 

167 
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Modem exchange, though outwardly complex in its 
mechanism, is really very much simpler in its nature 
than barter. The need for a double coincidence is 
eliminated. The principle is sale and purchase, whereby 
a man sells his conmiodity to another in return for a 
recognized medium, with which he can purchase from 
a third person, or a number of persons, at various times 
if need be, the goods that he requires for his 
own consumption. The recognized medium we call 
money. 

(ii) Want of Measure of Value. Another drawback 
of barter is that, while A may offer what B wants, and 
B may offer what A wants, there is no satisfactory 
means of evaluating the respective commodities. A 
may have a big quantity of his stock, B only a small 
amoimt of his. Obviously the stocks as such will not 
be exchanged. What, then, is to be the measure of 
value ? 

Here, again, the need for a monetary medium is 
evidenced. Money measures the values of goods, 
which may, if necessary, be directly exchanged without 
the actual passing of money. Barter, therefore, is of 
two kinds, the second more developed than the first, 
(a) Where goods are exchanged for goods, without 

any system of mutual evaluation. 

{h) Where some third commodity (i.e. money) is 

used to measure the values, before the direct exchange 

can take place. 

(iii) Want of Means of Subdivision. Some things are 
easier to split up into parts than others. Further, certain 
things lose in value when subdivided. 

Suppose a man to have his wealth concentrated in 
cows or precious stones, neither of which can be sub- 
divided without loss. If he wished to purchase any- 
thing of small value by direct exchange, he would find 
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it almost impossible, unless he lost by the exchange. 
By the use of money, however, the difl&culty is solved. 
The cow or precious stone is sold for a sum of money, 
which can be subdivided into a number of tokens of 
small denomination. The expenditure of these can, if 
necessary, be spread over a time, demonstrating another 
advantage over barter. 

NATURE OF MONEY. 

Money is a conmiodity chosen by conmion consent 
to serve as a means of exchange, and of full discharge 
of obhgations. It has been defined as " that which 
passes freely from hand to hand in full payment for 
goods, in final discharge of indebtedness, being accepted 
equally without reference to the character or credit of 
the person tendering it, and without the intention on 
the part of the person receiving it, himself to consume 
or enjoy or otherwise use it than by passing it on sooner 
or later in exchange " (Walker). This definition appUes 
to money in the ordinary sense ; but the importance of 
credit instruments, serving as money substitutes, must 
not be overlooked. 

The fact that money is a commodity is important. 
It may take, and has taken, several forms. (The 
reasons for the eventual choice of precious metals will 
be considered below.) Though a metallic coin is often 
regarded as different from other commodities, it is not 
so in its real nature. A sovereign buys a pair of boots ; 
this only means that the value attached to the gold 
in the sovereign is the same as that attached to the 
pair of ^ boots ; it would be just as true to say that a 
pair of boots buys the sovereign. The value of gold 
is governed in the same way as that of boots or any- 
thing else, and in the long nm approximates to its cost 
of production. 
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When payments were made in kind, either for goods 
or for services rendered, a man might receive something 
which in nature, quality, and quantity did not appeal 
to his liking. One great advantage of the introduction 
of money is that he is enabled to use his wealth in 
whichever way he pleases. 

THE FUNCTIONS OF MONEY. 

These were indicated indirectly in considering the 
drawbacks of barter. They may be stated as follows — 

(i) Means of Payment. Direct barter of goods for 
goods to any appreciable extent is impossible in modem 
communities. Goods are therefore exchanged for an 
intermediate selected commodity, which, in turn, is 
exchanged for other goods, probably in another place, 
at a different time, and in smaller or greater amoimt. 
This commodity, or money, thus fulfils the function of 
a medium of exchange. Since money is used in such 
" one-sided " transactions as tax-payments, etc., where 
there is no exchange in the ordinary sense of the word, 
the broader definition of the function as a means of 
payment is perhaps preferable. 

(ii) Measure of Value. Money serves as a basis for 
the comparison of values in exchange ; it is, as it were, 
the common denominator of value. Even in barter, 
as has been noted, money may be used indirectly, if the 
goods to be exchanged are mutually evaluated in terms 
of money. 

(iii) Store of Value. A man who wishes to conserve 
his wealth in some convenient form, always realizable as 
occasion requires, finds the money medium most suitable 
for his purpose. 

(iv) Standard for Deferred Payments. Whenpajonent 
is to be made at a future period, the parties to the 
transaction require a medium, which will have, as far 
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as possible, the same exchange power in the future as 
at present. The Russian and German paper currencies 
are so unstable at the present time as to render this 
function almost impossible. 

"Money is a form in which capital is held in suspense without 
loss. . . . Money is not second-hand ; it will always fetch 
itself, and it loses nothing by keeping. . . . Cattle are good 
enough for present bargains, but not for the forward- and 
backward-looking calculations of profit and loss.** (Bagehot). 

Under this heading may be included the function of 
money as the basis for credit transactions. Though 
credit documents have practically displaced actual coin 
in large transactions, the money material still remains 
the basis of credit arrangements. 

FORMS OF MONEY. 

It should be clear by now that anything which fulfils 
the functions detailed above may be considered in effect 
as money. Cheques, bills of exchange, bank notes. 
Treasury notes, etc., are forms of money, since they 
perform the same functions as (and often more effectively 
than) minted coins. 

A distinction is sometimes drawn between money and 
currency, the latter indicating the particular kind of 
money which passes current in a country, and whose 
form and issue are strictly regulated. Currency is said 
to be legal tender when a creditor is obliged to accept 
payment of the debt in that form of money, if offered. 
Sovereigns, shillings, pence. Bank of England notes 
and Treasury notes would be considered currency ; but 
cheques and bills of exchange, though effectively serving 
as money, would be excluded. 

The principal forms of money passing in this country 
may be tabulated as shown on page 172. 
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Section 2. Coinage and the Gold Standard 

QUALITIES OF GOOD MONEY MATERIAL. 

Many things have served as money at different stages 
of our history. Slaves, cattle, skins, furs, shells, etc., 
were employed before the metals gradually supplanted 
them. The ideal material for use as money has yet to 
be discovered. Paper money and credit documents are 
only representative of money. Gold, so far, fulfils the 
necessary requisites better than any other commodity. 

These attributes are — 

(i) Utility. It must have a utility independent of 
the power to serve as money, in order that it will be 
generally acceptable. Cattle, skins, gold, etc., are 
desirable for the satisfaction they offer in themselves. 

(ii) Portability and Compactness. This includes trans- 
portability without depreciation. Since money has to 
be moved about, it is desirable to concentrate the value 
into a convenient form. Iron would not be as satis- 
factory in this respect as the precious metals, which are 
more satisfactory as a store of value. Low expenses 
when money has to be transported are also an important 
consideration. (It would be possible to have the value 
too concentrated, causing inconvenience if used as money, 
e.g. precious stones.) 

(iii) Stability of Value. The material selected still 
remains a commodity whose value is influenced by 
changes in supply and demand. Since the value of the 
monetary material measures the value of all other 
things, any alteration automatically affects the values 
of everything else. Unstable prices are bad for every- 
body. Consequently it is essential that the material 
chosen should be as stable in its value as possible. 

(iv) Durability. The money material should not 
deteriorate with keep and wear. Also it should not 
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require special attention. Cattle, corn, etc., were found 
unsuitable in this respect. Even among the metals, 
there are some kinds less destructible than others. 
A metal that " rusts " on ordinary exposure is not 
satisfactory. 

(v) Cognizability. The material should be easily 
recognizable. A metallic medium should have a dis- 
tinctive colouring. Nickel and silver coins circulating 
together would cause confusion. Gold is the most 
recognizable of the precious metals. 

(vi) Homogeneity, The material should be of the 
same quaUty throughout and capable of standardization. 
Metals are obviously the best for this purpose. 

(vii) Divisibility. The material should be capable of 
being divided without losing value. Again, metals 
show to advantage ; after division, they can be 
re-united. Precious stones, on the other hand, lose 
heavily in value when broken up. 

(viii) Malleability. A material which permits of 
moulding and stamping is essential. 

ADVANTAGES OF GOLD IN RESPECT OF THESE 
ATTRIBUTES. 

It is clear that metals, in the matter of divisibility, 
homogeneity, durability, and malleability, are much 
superior to such early forms of money as cattle, skins, 
or slaves. 

Among the metals, gold stands out as best fitted for 
use as money. It has many alternative uses, and, 
when necessity arises, can be " reclaimed " from orna- 
mental use and converted into buUion or coin. (This 
was done in Germany during the war.) It is very com- 
pact, cognizable, does not tarnish, and can be stored 
without loss. 

Gold is by no means perfect in its stability of value, 
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but it is probably superior to any other single medium 
that has yet been used. An advantage of gold in this 
respect is that the world's stock is very large, in com- 
parison with the annual output.^ In normal times, 
the demand for gold proceeds at about the same pace 
as the supply, and serious discrepancies are rare. When 
times become abnormal as in war, the demand for gold 
outpaces the supply, its price rises, and dislocation of 
the general level results. 

In respect of portability, while gold has the highest 
specific value of all the coin-metals except platinum, 
it is too heavy and inconvenient for the huge trans- 
actions that now occur daily. Further, the transport 
of gold involves a certain cost. A system of accounting 
has developed, and paper money and other credit docu- 
ments tend increasingly to take the place of gold — or 
rather, since the commodity value of gold is always in 
the background, to represent gold — ^in modern trans- 
actions of any amount. Gold has therefore become the 
basis of calculation rather than the material medium of 
exchange, 

THE BRITISH COINAGE SYSTEM. 

The earhest coins were valued according to their 
weight and fineness, the pound being originally equiva- 
lent to 1 lb. of silver. Much time used to be wasted in 
testing the quaHty and weight of coins, for there was 
no single system in force, and " bad '* money was all 

^ The annual world production of gold is about a hundred 
million pounds sterling. (Of this, over a half goes into coinage.) 
The total value of the world's coin and bullion is reckoned at 
over.two thousand millions. The annual addition to the stock, 
therefore, is about 5 per cent. Thus, even if the world's annual 
output were doubled or trebled, the effect on its exchange-value, 
though appreciable, would not be as great as if the gold were 
literally used up as quickly as it was produced. 
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too plentiful. Things were not improved by the variety 
of foreign moneys that also passed as currency. 

In time, the State recognized its responsibiUty and, 
monopolizing the rights of coinage, regularized the whole 
monetary system. Ultimately, the gold sovereign was 
made the standard coin, its metallic and face values 
being identical. It was to weigh 123-27447 grains of 
standard gold, f Jths or 22 carats fine, and to be legal 
tender so long as its weight did not fall below 122*5 
grains. Half-sovereings were to weigh exactly half, but 
the minimum for legal tender was to be 61-125 grains. 

Gold coinage is ** free** in the sense that bullion is 
acceptable for coinage up to any amount ; " gratuitous " 
in that no charge is made for the conversion. ^ 

The Mint accepts gold for coinage at £3 17s. lOJd. 
per ounce, but in practice a person takes it to the Bajik 
of England, which is legally compelled to give cash for 
all gold at £3 17s. 9d. per ounce. (The difiference of 
IJd. is not a charge for coining, but rather of the nature 
of a discount. A little time must elapse between 
paying out coin, i.e. the " present worth " of the bullion 
and converting the gold into coin ; this means a loss 
of so much interest.) 

Token Coins of silver and bronze are so called because 
their metal value is less than their face value, their real 
service being to substitute for gold in small transactions. 
While gold is legal tender up to any amount, silver is 
only legal tender up to £2, copper up to Is. 

According to the Coinage Act, 5s. 6d. was to be 
coined from an ounce of silver, f ^ths fine. As the price 
of silver was in ordinary times much below 3s. per 

* Where a charge is made by a state to cover the cost of 
minting, it is called ** Mintage " or ** Brassage." 

" Seignorage ** is a toll exacted by a state over and above 
the brassage. 
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ounce, the Mint made an appreciable profit on silver 
coins, even after paying the costs of minting and 
renewals. 

By 1918 the price of silver had risen to over 5s. 6d. 
per ounce. This meant that the face value of silver 
coins was now below their buUion value. As expected, 
the coins began to go out of circulation. To restore the 
position, the State in 1920 introduced a silver-nickel 
currency, which was cheaper to produce. Since then, 
silver has fallen again in price ; but as the silver cur- 
rency is in any case only a token coinage, there seems 
no reason why the older form should be restored. 

MINT PRICE AND MARKET PRICE OF GOLD. 

The Mint price of gold should be distinguished from 
its Market price. In normal times there is never any 
serious difference between the two, but during and 
since the war the market price of gold has risen very 
much above £3 17s. lO^d. per ounce. ^ This is largely 
due to the departure from the gold standard. More 
will be said later about this subject, but it may be stated 
here that one effective way of bringing about a parity 
between the Mint and Market prices would be to make 
the note issues freely convertible on demand into gold. 
Under conditions of perfect convertibility, the avail- 
able stock of gold should be big enough to prevent 

* With reference to the controversy during the war over the 
arrangement between the Bank of England and the South 
African gold producer to take over all his output, the following 
extract from the Report of the Gold Production Committee, 
29th November, 1918, is informative — 

" Had not the Bank of England been willing to take his 
products, he [the gold producer] would have been unable to 
market them at all during the war, or at most only to a very 
Umited extent. ... He accepted readily an arrangement 
under which the Bank of England agreed to take the whole of 
his products." 
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the price from rising. Any movement towards a rise 
would cause instant conversion of notes into gold, 
the increased supply of which would automatically 
check the tendency. Inconvertibility of notes, how- 
ever, brings about a shortage in supply of gold, with a 
consequent rise in price. 

It has been suggested by some writers that there is 
little likelihood of gold returning to its pre-war value, 
and that the State should therefore reconstruct the 
standard coinage, and issue sovereigns containing less 
fine gold than at present. These coins would not be 
so liable to be driven out of circulation as those which 
have a higher specie value. But the idea of tampering 
with the coinage is never popular, and the above 
proposal has not met with much support. 

GRESHAM'S LAW.i 

Gresham's Law states that where " good ** and " had " 
money are circulating together as legal tender, the " had " 
money tends to drive out the " good.'* 

When the law was first formulated, it had direct 
reference to debased coinage; but it applies with 
equal truth to. depreciated coinage not necessarily 
debased, and also to depreciated paper currencies. ^ 

* This law is incorrectly attributed to Sir Thomas Gresham, 
who was the founder of the Royal Exchange and financial 
counsellor to Queen Elizabeth. It had been propounded by 
earlier thinkers, notably Nicholas Oresme, minister to the 
French King, Charles V, in the fourteenth century. (5^^ 
Appendix.) 

• By debasement is meant the interference with the weight or 
quality of the metal in a coin. Depreciation refers to the 
diminished purchasing value of money, and may be the result 
of debasement of coinage or inconvertibility of notes, or to 
changes in the supply of money generally. Appreciation, on 
the contrary, denotes an increase in the purchasing value of 
money. 
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(i) When good and had coins of the same metal 
circulate together as legal tender, the full-weight coins 
tend to be kept back from circulation, and may be 
hoarded or melted down. Further, since the laws 
of legal tender do not apply outside the home country, 
foreigners will only accept coins at their bullion value. 
Thus the export of the good coins is another way in 
which they are driven out by the bad. 

(ii) When coins of two different metals circulate in a 
bimetallic system (see below), and the market ratio is 
different from the Mint ratio, since both kinds of coins 
are legal tender up to any amount, the tendency will be 
for the coins with a smaller market value as bullion to 
drive out of circulation those coins with a higher 
value as bullion. 

(iii) When an inconvertible paper currency is circu- 
lating together with full-value coinage, and they are 
both unlimited legal tender, the tendency is the same, 
in the long run, however, the inferior currency might 
bring about such unwelcome results that *' good " 
money has to be re-introduced to drive out the *' bad." 
Hence, over a long period, Gresham's Law does not 
necessarily operate. 

DEVELOPMENT OF THE GOLD STANDARD, 

Gold has not always been the single standard metal 
in the British coinage. It began to be coined regularly 
in 1344, but before then silver had been the standard 
basis. From that date, until 1816, silver and gold were 
more or less in circulation together, and variations in 
their proportionate values to each other were a constant 
source of anxiety to the Mint officials. 

Following the recoinage of silver in 1696, when full- 
weight coins were issued in place of the light and base 
coins, the gold coinage became over-rated (i.e. its bulUon 

1*— (1881) 
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value was less than its face value), and, in accord- 
ance with Gresham's Law, tended to drive the silver 
coinage out of circulation. In 1717, the value of the 
guinea as measured in silver was reduced from 21s. 6d. 
to 21s., and gold and silver coins were supposed to cir- 
culate together at a fixed ratio. But the silver currency 
was still under-rated and again tended to disappear. 

In 1816, the whole system was reorganized, and gold 
was made the single standard. The sovereign took the 
place of the guinea, and silver coins were reduced to 
the rank of tokens. The single standard has been 
retained ever since, despite the criticism of the 
" bimetallists." 
The Departure from the Gold Standard. 

The subject of the gold standard will be returned to 
in considering the questions of money's purchasing 
value and the foreign exchanges. For the present, it 
is sufficient to say that during and since the war, most 
countries found it necessary to depart from the gold 
standard. This may have been inevitable in war- 
time, but many experts are now strongly advocating 
a return to pre-war conditions. Though the gold 
standard is by no means ideal, it is better than one 
which is so vague as to be practically non-existent. 
The present basis of exchange, especially in international 
trade, can hardly be considered satisfactory. 

[BIMETALLISM. 

Bimetallism implies the use of a double standard of 
value as distinct from monometallism, i.e. a single 
standard. ^ Two metals are to be freely coined on the 
basis of a given ratio between their bullion values. It 

* If three metals were used as alternative forms of money, 
the system would be TrimetdUism, If the standard of value 
were a fixed quantity of one metal plus a fixed quantity of 
another, the system would be Symmetallism. 
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must not be confused with a coinage system (like the 
British) composed of a standard in one metal, and token 
currencies in other metals. 

Arguments for Bimetallism. Bimetallism has been 
advocated on the grounds — 

(i) That the joint production of gold and silver is 
more constant than that of either alone, and that the 
influence on the price level would not be so irregular. ^ 

(ii) That the double standard would provide a com- 
pensatory action, whereby a tendency of prices to rise 
or fall, if reckoned in one metal alone, would be checked 
by the retarding action of the other metal. 

(iii) That in any case the supply of gold for a world 
monometallic system is insufficient. (This argument 
became less popular after the South African gold 
discoveries.) 

(iv) That it would secure a par of exchange (i.e. an 
equivalence between the metal values of coinages) 
between gold- and silver-using countries. 
Arguments Against Bimetallism. 

(i) That it is practically impossible to keep the Mint ratio 
as coins identical with the Market ratio as buUion values. 

(ii) That any variation in the ratio would cause 
Gresham's Law to operate and drive the under-rated 
currency out of circulation. 

(iii) That the effective coinage would alternate 
between gold and silver, according to variations in their 
bullion-values. 

(iv) That, apart from these difficulties, an inter- 
national agreement would be indispensable, but not 
easy to secure and maintain. 

The agitation over bimetallism is not so strong as 
formerly. The single standard is now almost universal.] 

* The inter-relation of money and prices will be considered 
in greater detail in the next chapter. 



Digitized by LjOOQ IC 



CHAPTER XIII 

MONEY AND PRICES 

Section 1. The Value of Money 

THE VALUE OF MONEY. 

The value of money is the power that money has in 
exchange for other commodities, i.e. its purchasing 
power. ^ A rise in prices, therefore, means a fall in the 
value of money, and a fall in prices means a rise in the 
value of money. Changes in the value of money are 
measured by changes in the general level of prices. 

It was seen in the chapters on Value, that an 
increase or decrease in the supply of anything tended 
respectively to lower or raise its value, and that an 
increase or decrease in the demand for an5rthing tended 
respectively to raise or lower its value. One must 
emphasize the fact that the value of money is deter- 
mined in no exceptional way, but follows conditions of 
supply and demand. 

It may be stated that — 

(i) Aw increase in the qtmntity of money, unaccom- 
panied by an increase in the quantity of goods, tends to 
lower the value of mx)ney {i.e. to raise prices).^ 

1 The value of money must be distinguished from the price 
oj money. The latter is the money market term for the charge 
that is made for the use of money for a certain period, and is 
equivalent to the rate of interest or discount. (Chap. XV, § 1.) 
It is also necessary to demarcate between the value of money 
and the value of gold as a commodity. 

« Note that the level of prices and the value of money are 
not cause and effect, but are different ways of expressing the 
same thing. 

182 
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(ii) A decrease in the quantity of money, unaccom- 
panied by a decrease in the quantity of goods, tends to 
raise the value of m^mey (i.e. to lower prices). 

(iii) An increase in the quantity of goods, unaccom- 
panied by an increase in the quantity of money, tends 
to raise the value of money {i.e. to lower prices), 

(iv) A decrease in the quantity of goods, unaccom- 
panied by a decrease in the quantity of money, tends to 
lower the value of money (i.e. to raise prices). 

THE QUANTITY THEORY OF MONEY AND PRICES. 

The tendencies just formulated are the basis of the 
Quantity Theory of Money. In its earliest and crudest 
form, the theory stated that general prices are directly 
proportionate to the quantity of money in circulation, i.e. 
an increase of (say) 100 per cent in the amount of money 
would automatically bring about an equal rise in the 
general price level. The argimient in a very simple 
form ran thus: imagine an isolated country with a 
miUion units of currency, all of the same amount, and 
a million commodities, also of the same value. If each 
commodity exchanged once, the price would be 1 unit 
of money. Suppose now the supply of money for some 
reason doubled in quantity, the amount of goods 
remaining the same. Each commodity would now 
exchange for 2 units of money ; in other words, the 
general level of prices would be doubled. 

While it is true that an influx of gold and silver is 
usually followed by a rise in prices, an alteration 
in the one does not necessarily cause an equal altera- 
tion in the other. The 100 per cent increase in money 
might be followed by either a 200 per cent or a 50 per 
cent rise, or indeed by an actual fall in prices. Obviously 
some modification of the theory had to be made. 
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The Quantity Theory, in its modified form, takes 
account of the following qnalifjring factors — 

(i) Credit documents and notes that effectively serve 
as money. One reason for the rise in prices during the 
war was the increased amount of paper money in 
circulation, and the extra facihties for the creation of 
credit, both of which were tantamount to so much extra 
demand for goods and services. 

(ii) Rapidity of circulation of money and money 
substitutes. What counts is the work actually done 
by money and its substitutes. Hoarding means a 
reduction in the amount of effective money. On the 
other hand, the frequency with which a piece of money 
changes hands tends to increase the effectiveness of 
money. The same applies to money substitutes, such 
as cheques and bills. A pound note, which, in a given 
period, circulates five times, does as much work and 
exercises the same effect on prices as a five-pound note 
which only changes hands once. 

(iii) Volume of trade. An increase in the amount of 
money and in the rapidity of circulation tends to raise 
prices. They both add to the supply of effective money, 
and thereby lower its value as a purchasing medium. 
An increase in the volmne of trade, on the contrary, 
tends to lower prices, for it means that the money avaU- 
able has more work to do. It is, in effect, an increased 
demand for money, which thereby rises in value as a 
purchasing medium. 

The volume of transactions is influenced by — 
(a) Total amount of goods produced. 
(6) Efficiency and organization of production, 
(c) Number of times the goods change hands before 

final consumption. 
If it be contended that an expansion in trade is often 
accompanied by a rise in general prices, the probable 
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explanation is that, at such a time, credit facilities are 
extended, the supply of effective money thus increases, 
and more than offsets the tendency to a fall in prices 
caused by an increase in the demand for money. 

A caution is necessary in applying the quantity theory, 
which, like other economic laws, expresses a tendency 
rather than a rigid formula. Various schemes for the 
reform of the currency have been devised, resting largely 
on the assumption of an immediate reflex action of the 
quantity of money on the level of prices. (See pp. 191- 
193.) But the currents and counter-currents in modem 
exchange are too numerous and diverse to permit of 
instant and automatic regulation by manipulation of 
the quantity of money. In a short period, the amount 
of money might be reduced and prices still continue to 
rise, whHe an increased money supply might be accom- 
panied by a rise in prices. Further, too drastic action 
might cause more harm than good. A sudden restric- 
tion in credit facilities (as in 1920-21) might result in 
traders throwing their stocks upon the market to 
such a degree that prices are brought below a healthy 
level. 

To sum up the above " equation of exchange** one 
may say that the level of general prices tends to vary 
directly with the quantity of money and the rapidity of 
circulation (together eiquivalent to the supply of effective 
money) , and inversely with the volimie of trade (equivalent 
to the demand for money). ^ 

* This may be expressed by the formula — 

Where P = Level of prices, 

M = Amount of money in circulation, 

R = Rapidity of circulation, and 

v. = Volume of trade. 
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FALLING, STEADY, AND RISING PRICES. 



Falling Prices 



Steady Prices 



Rising Prices 



Are Beneficial 
to people whose in- 
comes do not fall at the 
same rate, e.g. fixed- 
interest stock holders, 
employes and others 
whose remuneration 
is governed partly by 
custom or contract, 
etc. 

Creditors for specific 
sums benefit as money 
appreciates in pur- 
chasing value. 



Are a Matter oj In- 
difference 
to those whose incomes 
vary in the same pro- 
portion, e.g. wage- 
earners on a satis- 
factory cost-of-living 
sliding-scale. 

Are Harmjul 
in so far as they mean 
falling net receipts and 
cause restriction of 
business activity. Also 
where they occur at 
the expense of real 
wages. 

Debtors for specific 
sums are adversely 
affected {see above). 



From the stand- 
point of trade 
in general, and 
in view of the 
necessity for 
long dated con- 
tracts, steady 
prices are a 
great advantage, 
enabling fore- 
casts to be 
more accur- 
ately made and 
acted upon. 



Are Beneficial 
to manufacturers and 
others whose products 
rise in price faster 
than the expenses of 
production. Also in 
so far as they might 
stimulate trade, 
though real and artifi- 
cial prosperity should 
not be confused. 

Debtors for specific 
sums benefit as money 
depreciates in pur- 
chasing value. 

Are a Matter of In- 
difference 
to those whose ex- 
penses and incomes 
increase in the same 
proportion. 



Are Harmjul 
to those whose in- 
comes do not rise at 
the same rate. 

Creditors for specific 
sums are adversely 
affected (see above). 
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MEASUREMENT OF THE PRICE LEVEL. INDEX 
NUMBERS. 

Changes in the prices of particular commodities are 
of little assistance in computing the value of money ; 
especially as the prices of some things may be rising 
while the general price level is falling. But if a large 
number of representative articles and services are taken, 
and their general average trend is observed, move- 
ments in the value of money can then be satisfactorily 
deduced. 

A certain year is taken as a basis of comparison, the 
index number usually being fixed at 100. If the general 
level of prices rises by 15 per cent, the new index 
number is 115. If it falls by 15 per cent, the index 
number is 85.^ 

There are various methods adopted of arriving at an 
index number (e.g. the Economist, the Statist, the 
Sauerbeck systems, and those followed by the Board 
of Trade and Ministry, of Labour), but their governing 
principles are fairly similar. 
Construction of Index Number. 

(i) A large number of commodities should be taken. 
(The ideal index number would include services as well 
as material things.) 

(ii) These should be representative of as many 
different types of product as possible. A preponderance 
of foodstuffs or manufactured articles in the selection 
would " overbalance " thfe index figure. 

(iii) Since the wholesale prices are less variable than 
retail prices, it is easier to base calculations on the 
former. On the other hand, in " Cost of Living " tables, 
it is not always satisfactory to take the wholesale 

* A fall of 10 " points "is not necessarily the same as 10 per 
cent. When the index number is reduced from 200 to 190, the 
fall is one of 10 points but only 5 per cent. 
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figure, as a fall in this may take place long before 
the corresponding fall in retail prices. A reduction 
in wages based on such a form of sliding scale 
is not justifiable ; for such purposes retail prices are 
preferred. 

(iv) Also for reasons of less variability, the prices 
of raw materials are preferred to those of finished 
articles. This may be open to the same objection. 

(v) Some commodities enter more into consumption 
than others, c/. bread and silk. If a simple average 
were taken, a rise in the price of bread might be 
cancelled by a fall in the price of silk, thus unaffecting 
the index number, notwithstanding the fact that 
much greater quantities of bread are consumed than 
of silk. 

Accordingly, the device of ** weighting" is 
adopted. Each price is multiplied by a num^ 
bet calculated to represent the relative importance 
quantitatively of the commodity in question. 
Suppose at a given time, the price of bread is 4d. 
per loaf and that of a silk length is £2. 

The price of bread rises to 6d. and that of the silk 
length falls to £1. 

Taking a simple average. 

In 1st Period. In 2nd Period. 

Bread = 100 Bread = 150 

Silk = 100 • Silk = 50 



Average Average 

Index No. = 100 Index No. = 100 



This would indicate that in the 2nd period there 
has been no depreciation of the value of money, which 
the average consumer knows to be untrue. More in 
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keeping with common experience would be the result 
of a weighted average. 

Suppose bread and silk are consumed in the 
proportions of 7 to 1. 

Then — In 1st Period. In 2nd Period. 

Bread Bread 

(7 units) = 700 (7 units) =1050 

SUk = 100 SUk = 50 



Average of Average of 

8 units = 100 8 units = 1371 



i.e. the " Weighted " Index Number for bread and silk =137 J. 

This principle applied to all the articles gives an 
index number more in accordance with the real 
change in the purchasing value of money. 

[It is also suggested that a geometric mean is more 
accurate than a simple arithmetic average in arriving 
at a precise index number.] 

As index numbers are at present constructed, there 
are certain difficulties. 

(a) The articles chosen are too limited, in both 
number and scope. Such things as house-rent, cost of 
travelling, amusements, etc., are usually omitted. The 
selection in any case must necessarily be arbitrary. 

{b) Restriction to raw materials and wholesale prices, 
where practised, involves the objections mentioned 
above. 

(c) Qualities, gradings, and descriptions of articles 
vary so much, that precision of calculation and 
comparison is rendered difficult. 

Cost of Living Index Numbers. 

The table on p. 191 is compiled from the Ministry of 
Labour's figures. The " peak " (176 per cent above 



Digitized by LjOOQ IC 



^ I 




Digitized by VjOOQ IC 



THE VALUE OF MONEY 



191 



July, 1914, i.e. Index No. = 276) was reached in 
November, 1920. 

Average Percentage Increase over July, 1914 



Month. 


1915 


1916 


1917 


1918 


1919 


1920 


1921 


1922 


1st January 


% 
10-15 


% 
35 


I 


% 
85-90 


% 
120 


,1 


il 


1 


1st April . 


15-20 


35-40 


70-75 


90-95 


110 


132 


133 


82 


1st July . 


25 


45-50 


80 


100-105 


105-110 


152 


119 


84 


1st October 


30 


50-55 


75-80 


115-120 


120 


164 


110 





SCHEMES FOR REDUCING PRICE FLUCTUATIONS 
BY ADJUSTMENT OF THE CURRENCY. 

In view of the constantly changing price-level, various 
proposals have been made for the regulation of the 
currency so as to reduce the fluctuations in prices. 

(i) Regulation of the amount of currency. One sug- 
gestion is automatically to increase or decrease the 
quantity of money in circulation according as prices 
fall or rise. An increased supply of money will cause 
prices to rise, while a restricted circulation will cause 
them to fall. 

This scheme may be sound in principle, but the 
practical difficulties in the way are too numerous. 
It would be almost impossible to gauge exactly the 
precise amount of money required at any time. 

(ii) Expansion or contraction of gold supply. A 
proposal claimed to be more practicable than the above 
is to make all coins in actual circulation merely tokens, 
but freely exchangeable against the standard (say, gold). 
The Government should be under obUgation to give, 
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on demand, gold for token money, and token money 
for gold. Instead of the exchange-rate of gold being 
fixed as it is in the present system (in this country at 
£3 17s. lOJd. per ounce), it should vary with the index 
number in such a way that as prices tend to rise, the 
rate of exchange of gold for tokens will fall below the 
market price ; while as they tend to fall, it will rise 
above the market price. Consequently, when prices 
are rising, gold can be obtained cheaply ; people will 
find it profitable to purchase it for direct use or export ; 
the amount will thus be restricted, and therefore prices 
will fall. On the other hand, when prices are falling, 
a good price is offered for gold ; people find it profit- 
able to sell their gold to the Government ; the amount 
will thus be increased, and therefore prices will rise. 

(iii) Adjustment of gold in the standard coin (or bar). 
This scheme is somewhat similar to the last one. It is 
proposed that the amount of precious metal in the 
standard coin (or bar) should vary according to the 
index level of prices. The standard coin need not acttmUy 
circulate if there is an efficient paper currency, A rise 
in prices would be checked by adding to the metal 
value of the coin ; a fall, by deducting from it. 

The following is a summary of Prof. In/ing Fisher's 
plan ^ for reducing price fluctuations — 

♦* (1) To abolish gold coins and to convert our present gold 
certificates [U.S.A.] into * gold bullion dollar certificates/ 
entitling the holder, on any date, to dollars of gold bullion of sucli 
weight as may be officially declared to substitute a dollar for 
that date. 

" (2) To retain the * free coinage,' i.e. to be more exact, the 
unrestricted deposit of gold, and to retain also the unrestricted 
redemption of gold bullion dollar certificates. 

•' (3) To designate an ideal composite or * goods dollar,' con- 
sisting of a representative assortment of commodities, worth, at 
the outset, a gold dollar of the present weight, and to establish 

* Stabilizing the Dollar (New York), 1920. 
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an * index number ' for recoiding, at stated times, the market 
price of this ideal goods dollar in terms of the gold bullion dollar. 

" (4) To adjust the weight of the dollar (i.e. the gold bullion 
dollar) at stated intervals, each adjustment to be proportioned 
to the recorded deviation of the index number from par. 

** (5) To impose a small * brassage * fee for the deposit of gold 
bullion and provide that no one change in the bullion dollar's 
weight shall exceed that fee." 

The main criticism of these schemes is that they 
assume that prices respond promptly to changes in the 
currency. The quantity theory of money and prices 
may be true as a general tendency over a long period, 
but in a short period conditions might be such that an 
increased amount of money may be accompanied by 
faUing prices, and vice versa. Modem conditions are 
too complex to admit of such a simple regulator. 



Section 2. Paper Money 

TOKEN MONEY. 

Regarded from one angle, a coin is simply an order 
on a person to supply a certain quantity of goods, and 
is acceptable because its function is continuous and 
carries on this order from person to person. The reason 
may be that it contains full commodity value in itself 
(as a sovereign) or that it is made legal tender by the 
State and represents specie value. People give 2s. 6d. 
worth of goods for hsilf-a-crown, not because the coin 
contains that amount of silver, but because eight such 
coins are convertible into a sovereign that contains its 
full value in gold. (For simplicity, present complica- 
tions are being ignored ; these are discussed later.) 
Gold, silver, and copper coins are orders on goods. 
Equally effective as an order (and therefore as money) 
would be pieces of paper, issued and controlled by 
authority. A pound note and half-a-crown are similar 



Digitized by LjOOQ IC 



194 THE SUBSTANCE OF ECONOMICS 

in that neither contains full value in itself. They are 
both tokens. They are accepted because they do the 
work of gold, which is the commodity in which all values 
are reckoned. 

PAPER MONEY. 

Paper money, then, is a form of token money, and is 
acceptable by common consent. Provided that there is 
no abuse in the issue, paper notes perform the functions 
of money quite as well as gold and, in some cases, better. 
Coins gradually lose in metal value by constant wear and 
tear, and have continually to be replaced at pubHc cost. 
The loss of a sovereign means not only a reduction in 
purchasing power on the part of the loser, but also a 
loss of so much wealth to the whole community. The 
destruction of a paper note means the same detriment, 
of course, to the person directly concerned, but causes 
no equivalent loss of wealth to the community. (Indeed, 
one way of making a gift to the State is to destroy some 
Treasury notes, and thus cancel the State's obligation 
to the corresponding amount. Destruction of Bank of 
England notes, on the other hand, would only mean a 
free gift to the Bank's shareholders !) 
Paper Money is Principally of Three Kinds. 

(i) Convertible or Representative Paper Money. 
This form of money represents an equivalent value in 
coin or buUion " ear-marked " and deposited in a bank 
vault or State treasury, and is convertible into coin as 
and when the holder requires. Bank of England 
notes, with the exception of about 18J miUions 
fiduciary issue, are of this character. (See Chapter 
XIV, §3.) 

(ii) Fiduciary Paper Money — Convertible or 
Inconvertible. This is a promise to pay, not directly 
backed by specie, but rather by the faith that the 
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promissor can inspire. If a State's credit is good, the 
people will accept the fiduciary paper without demur 
(witness the trust that the Germans placed in their 
Government's paper issues during the war). Though 
part of the Bank of England's note issue is fiduciary, 
nobody impugns the Bank's credit or note-issue on that 
account. In this case, the fiduciary issue is convertible 
on demand into coin. 

British Treasury notes come mainly under this head- 
ing, for nearly the whole issue is fiduciary. The gold 
backing is small, but the notes are supposed to be Con- 
vertible. The position with regard to convertibiUty of 
Treasury notes into gold has been much misunderstood. 
The notes are, on demand, convertible into gold coins 
at the Bank of England. These coins, however, are 
not legally convertible into gold bulHon, nor is their 
export or sale permitted. (A sovereign, consequently, 
has no more legal exchange power than a pound 
note, so that the inducement to demand gold coins 
is not very strong.) While a note is convertible into 
coin, but the latter not legally convertible into bullion, 
the virtual result is inconvertibility from notes to 
buUion. 

(iii) Inconvertible or Conventional Paper Money. 
This represents and promises nothing definite. The 
circulation is legally enforced, but there is no conver- 
sion into coin on demand. It is a means sometimes 
adopted by a Government, whose resources are low, to 
pay its debts ; and though there may be some kind of 
promise to redeem the notes eventually, the date may 
be vague, and the prospects vaguer. Yet, despite the 
absence of a commodity backing, certain Continental 
paper currencies, with careful control and Umitation, 
have performed the services of a good money, more or 
less satisfactorily, inside their own countries. As far 

14— (1881) 
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as the internal circulation is concerned, it is mainly a 
matter of law and trust in the State. As a rule, depre- 
ciation shows itself more quickly in international, than 
in internal, exchange, since the law of legal tender does 
not extend beyond national boundaries, and the 
foreigner will not accept a depreciated currency except 
at a discount. 

A perfectly regulated paper money would have an 
advantage over a gold currency in that it would sub- 
stitute a cheap for an expensive material, and save the 
heavy costs of minting. The gold so saved could be 
diverted to use in the arts. This does not necessarily 
mean that gold would cease to be the standard of 
value. A currency might be exclusively paper, yet 
convertible on demand into gold. Provided the people 
freely accept this paper currency (and they wiU if 
they have implicit faith in the Government), there is 
every reason to believe that the paper money will, in 
ordinary exchange, take the place of gold. But the 
strength of custom might prove a serious obstacle. 
And before any paper currency could be perfected for 
all purposes, some international agreement would be 
necessary. 

Methods of Securing Note Issues. 

(i) Simple Deposit Method. According to this method, 
all notes issued are secured by full value in coins or 
bullion. The disadvantages are — 

(a) It would be very expensive. The more effective 
a paper substitute for gold, the more this metal can 
be released for other purposes. 

(6) The precaution is really unnecessary, as in 
normal times a comparatively small proportion of 
notes is presented for payment at once. 
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(ii) Partial Deposit Method, This system has been 
adopted by the Bank of England, under the Bank 
Charter Act, 1844. Above a certain fiduciary allow- 
ance, gold secures notes to the full amount. 

The drawbacks of the first method are largely obviated 
by the Partial Deposit Method, the further advantages 
of which will be evident as the features of the present 
banking and credit organization are examined. 

SIGNS OF OVER-ISSUE OF NOTES. 

The following are the principal signs of over-issue. It 
will be observed that they overlap to a certain extent, 
and are, in a measure, cause and effect. 

(i) Premium on Gold. One of the immediate conse- 
quences of an over-issue of notes is the rise in the value 
of gold. This is largely due to the demands of 
foreigners, unwilling to accept the paper currency 
unless at a discount. It is also the result of peoj^e at 
home, for different purposes, preferring gold to notes. 
This leads to 

(ii) Disappearance of Gold. In accordance with 
Gresham's Law, the gold is driven out of circulation 
by hoarding, melting, and exporting. 

(iii) Rise in Prices. This was explained above. 

(iv) Duplication of Prices. Where gold and paper 
circulate together, there may be the pecuHar phenomenon 
of two sets of prices (i.e. relatively low gold prices and 
high paper prices) for the same things. 

(v) Adverse Foreign Exchange. The reasons for this 
are discussed in Chapter XVII, § 2. 

The remedy for over-issue is obvious in theory, but in 
practice it is often difiicult and inexpedient to with- 
draw the depreciated notes. In the same way as an 
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over-issue is in some respects similar to a forced levy 
on the goods of the conmiunity, the withdrawal of these 
notes means that the State is prepared to hand over 
some of its resources for mere paper. None but a 
solvent and courageous Government could apply such 
a remedy by quick and drastic action ; imless conditions 
were favourable, this might create more difficulties than 
it solved. But eventually the problem has to be faced. 
Means should be devised to reduce and, eventually, 
eliminate the over-issue in such a way as to cause the 
least disturbance to commercial and financial stability. 

Currency Notes Account 





Notes and 


Gold Coin 


Bank of 


Ratio of 
Gold and 


Date. 


Certificates 


and 


England 




outstanding. 


Bullion. 


Notes. 


to Issue. 




/OOO 
21,535 


;£000 


;£000 


% 


26 August, 1914 . 




— 




30 June, 1920. . 


357,356 


28,500 


13,400 


11-7 


29 December, 1920 


367,626 


28,500 


19,450 


13-0 


29 June, 1921 


323,884 


28,500 


19,450 


14-8 


28 December, 1921 


325,584 


28,500 


19,450 


14-7 


28 June, 1922 . 


293,774 


28,500 


19,650 


16-39 


26 July, 1922 . 


294,862 


27,000 


21,150 


16-33 


16 August, 1922 . 


297,350 


27,000 


21,150 


16.19 


13 September, 1922 


290,021 


27,000 


21,150 


16.60 



Maximum Fiduciary Issue » 1920 = ;£320,600,000 
„ 1921 = ;£317,555,200 
„ 1922 = ;£309,988,395 



1 Following the recommendations of the Committee on 
Currency and Foreign Exchanges, 1918 {see Chapter XVIII), the 
fiduciary issue of Currency Notes is limited. The maximum 
fiduciary issue in one year is the maximum issuable in the 
following year, i.e. the highest issue in one year, if it happens to 
be below the maximum permitted, fixes a lower maximum for 
the ensuing year. 
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Effect of the War on the Principal Countries* 
Note Issues 



Country. 


United Kingdom. 


France. 


Germany. 


United States. 


Authority. Bank of England. 


Bank of France 
(Sute controlled) 


Reichsbank. 
(State cuu trolled) 


Federal Reserve 
Board. 


Normal 

Method of 

Note 

Issue. 


Partial Deposit 
System. Not 
automatic and 
self-regulating. 


Partial Deposit 
with Maxi- 
mum Issue. 


Partial Deposit 
with emergency 
powers to in- 
crease fiduciary 
issues, on pay- 
ment of 5% tax ^ 

per anniim on 

amount over 
legal limit. Gold 
reserve at least 
i of note issue. 
System auto- 
matic and self- 
regulating. 


Partial Deposit 
Gold reserve may 
be reduced on 
payment of tax, 
as in Germany. 
In 1913 it was 
decided to aim at 
a central gold 
reserve of at least 
40% automatic 
and self-regulat- 
ing. 


Outbreak 
of War. 


Powers were given 
to Bank of Eng- 
land to increase 
its fiduciary issue 
but Treasury 
Notes rendered 
this unnecessary. 
The Bank reserve 
considerably 
higher than pre- 
war, permitting 
corresponding in- 
crease in gold- 
secured notes. 


Large creation 
of paper cur- 
rency. 26 mil- 
liards of francs 
issued by Bank 
of France 
against equiv- 
alent loan to 
State. (Muni- 
cipal notes 
have also 
served for 
small denom- 
inations.) 


Limitation of note 
issue by gold 
reserve removed 
at beginning of 
war. Paper cur- 
rency replaced 
coins, and has 
become very in- 
flated. 


As creditor nation, 
received great 
influx of gold. 
Reserves exten- 
ded, making in- 
creased noteissue 
possible without 
resort to other 
meanSk 
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CHAPTER XIV 

CREDIT AND BANKING 

Section 1. The Nature of Credit 

CREDIT AND CREDIT INSTRUMENTS. 

Credit has been defined as the transfer of goods in the 
present for a promise of an equivalent amount of goods to 
be paid at a certain future time. It thus involves two 
factors, confidence and time. 

In ordinary language, a man's credit is good if he is 
able and willing to discharge any financial obligations 
he may incur. " Giving credit " carries with it the 
right of legal action against a defaulting debtor. 

A feature of modem commerce is the enormous 
amount of credit documents issued and accepted every 
day. The credit system may be likened to a super- 
structure resting upon a commodity basis. In this 
country the gold reserves in the Bank of England and 
other banks serve as a material foundation for credit, 
though it is obvious that mere possession of gold apart 
from public confidence would not be sufficient for large 
credit creation. Indeed, one sign of the trust reposed 
in the British Government and financial houses is the 
relatively small gold reserve compared with that in 
some other countries. 

The Principal Forms of Credit Instruments are cheques, 
bills of exchange, bank notes, promissory notes, Govern- 
ment (and, in certain instances abroad, municipal) notes, 
postal and money orders, bonds, etc. In this country. 
Bank of England notes and Treasury notes are legal 
tender. The element of trust in these kinds of credit 

200 
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instruments, vrhile very important, is not so direct and 
personal as in the case of cheques, bills, etc., whose 
acceptance is not compulsory. Nor is the element of 
time so marked in bank and Government notes as with 
the other credit documents, which usually have a 
Hmited time to run. 

A Bank of England Note is a form of promissory note, 
pledging payment on demand of the equivalent amount 
of gold. Since the war. Treasury Notes are offered as 
legal tender in Heu of gold. (These were discussed in 
the previous chapter.) 

The Bank of England is a private institution, but 
receives its national prominence through serving as 
banker to the State. People know that they can 
exchange the notes any time into State money, and 
that is suf&cient reason for their not troubling to do 
so. Bank of England notes are as acceptable, with 
just as much confidence in the issuer, as Treasury notes. 

A Bill of Exchange is an order, payable in a definite 
period, addressed by a creditor to a debtor, instructing 
the latter to pay a sum of money to either the creditor 
or a third person whom he designates.^ 

Though a bill of exchange may be payable on demand, 
it is customary for a period of time to elapse (say, three 
or six months), and as a negotiable instrument it may 
pass through several hands before the date of maturity, 
when the person (or bank) who holds it presents it 
for payment to the original acceptor. The stronger 
the credit of the first acceptor, the easier it is for a 
bill to serve effectively as a money substitute. (The 
importance of the foreign bill of exchange is examined 
in Chapter XVII, § 1.) 

* It is termed an ** accommodation bill " if it is drawn up 
and accepted merely for purposes of a loan without any visible 
commodity basis. 
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A Cheque is an order on a banker for a sum of money 
payable on demand. It resembles a bill of exchange in 
that a creditor ( = the drawer) addresses an order to a 
debtor ( = the bank), and that it serves as a negotiable 
instrument. Because it is payable on demand, the 
stamp is the same for any amount, whereas in a bill of 
exchange it is pro rata, 

USES AND POSSIBLE DANGERS OF CREDIT. 

These may be shortly noted — 

(i) Uses. 

{a) Makes large-scale enterprise possible. 

ip) Stimulates and finances production in anticipation 
of demand. 

(c) Permits wealth to be transferred to quarters 
where more economic use can be made of it. 

{d) Economizes in the use of an expensive gold cur- 
rency, which in any case would be insufficient in quantity 
to meet modem requirements. 

{e) Enables payments to be made at convenient 
times, and so tides over periods of difficulty. 

(/) If issued in reasonable amount, credit tends to 
stabilize trade and reduce fluctuations in prices. 

(ii) Possible Dangers. 

(a) An oyer-issue of credit may promote unwise pro- 
duction and investment, precarious speculation, with 
danger of " over-production " and serious fluctuations. 

(6) Too easy credit may encourage extravagance. 

(c) Where a firm is resdly insolvent, the granting of 
credit will only postpone and intensify the eventual 
failure. The concealment of its weaknesses may involve 
creditors and others in loss. 

{d) It is of assistance in the formation of monopolies 
and other forms of exploitation. 
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Section 2. The Development of Banking 

EVOLUTION OF CREDIT AND BANKING. 

The begilinings of modem banking may be traced to 
the early goldsmiths, with whom wealth used to be 
deposited for safe custody, and who made a charge for 
the service. A depositor who wanted to pay a debt 
would at first withdraw his money and pay it to the 
creditor, who might re-deposit it with the same gold- 
smith. This method was cumbersome. A more con- 
venient and economical system arose, under which the 
goldsmith, who was well known and trusted, gave a 
receipt for the money to the depositor, drawn up in 
such a way that it entitled any holder to claim the 
corresponding amount of money from the goldsmith. 
The depositor, instead of withdrawing the sum from 
the goldsmith or banker, would pay over this receipt 
to the creditor, who would take the claim to the gold- 
smith. The first man's account would be debited, and 
the second would either receive the cash or have his 
account credited with the sum. Thus claims for large 
amounts of money could be settled without necessarily 
employing coin. 

But the sum deposited might be so large that the 
receipt for the total amount was inconvenient for pay- 
ing debts. Instead, a depositor would be given a 
number of receipts, each for comparatively small 
amounts. These were the beginnings of bank notes. 
Later, they were largely supplanted by cheques. 

The goldsmiths or bankers also discovered that, 
although some money was continuously being with- 
drawn, the amount demanded at any time was always 
less than the total sum in hand. A surplus could be 
put away, as it were, in a special safe which need rarely 
be opened. Coupled with this was the fact that he was 
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constantly being asked for loans, good security being 
offered. Naturally he thought of the money lying idle 
in his custody. The obvious step was to lend out some 
of the surplus at interest and make a profit. One can 
imagine that depositors who might object would be 
pacified by a remission of the charges for the " safe 
deposit," and an actual payment of interest for the 
privilege of looking after their money. The difference 
between the rates of interest paid to the depositors 
and charged to the borrowers constituted the gross 
profits of the banker. 

The evolution of banking practice can be explained 
by a few illustrations. 

(i) Suppose R to be the only 
bank in a small town, and that A, 
B, C, D, etc., are townsmen who 

(i) /I \ \ ^^^P ^^^^^ accounts only with R. 

^ ' ^ I \ \ Then if A wishes to pay C some 
money, he draws a cheque on R and 
BCD 1^3.nds it to C, who pays it into the 
bank. A's account is debited, and 
B's accounts credited, with the amount. 

(ii) Suppose another bank, S, commences business in 
the town and receives the custom of E, F, G, H. 
If A wishes to pay G a sum of money, he draws a 






ABCD EFQH 

cheque on R, and hands it to G, who takes it to S, 
who receives it on behalf of R. In the same way, R 
receives cheques on behalf of S. At the end of a day 



Digitized by LjOOQ IC 



THE DEVELOPMENT OF BANKING 



205 



or other agreed period, representatives of R and S meet 
and present each other with a claim equal to the total 
of all cheques received on behalf of the other bank. 
The difference at this stage may be paid in cash. 

(iii) The need to pay even the differences in cash is 
obviated when the banks mutually arrange a Clearing 

BANK OF ENGLAND 




A BCD EF6H IJKL MNOP W X.Y Z 



CiLSloraers 

House, at which representatives of R, S, T, U, V, etc., 
meet, cancel mutual indebtedness, and pay the differ- 
ences by drafts on the deposits that each bank keeps 
at the Bank of England.^ 

CREATION OF CREDIT. 

Bank loans are rarely given in cash. A trader who 
borrows from a bank usually has the amount of the 
loan credited to his account. Suppose he borrows 
£1,000. The bank receives securities for that amount, 
plus a certain proportion to allow for possible deprecia- 
tion. The account books of the bank now show an 
increase in liabilities and assets. Crediting the trader 

* The Clearing House system is considered further on 
pp. 208-210. 
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with £1,000 has in effect increased the deposits (i.e. 
the bank's HabiUties) ; the securities, on the other hand, 
swell the assets of the bank. Increases in bank loans 
are almost always accompanied by increases in bank 
deposits. It follows, therefore, that an increase in 
deposits does not necessarily indicate a gain in real 
wealth. During the war there was an enormous expan- 
sion of deposits, but this was largely due to borrowing 
for war purposes. Wealth consumed in this way was 
not reproductive, and the addition to the deposits 
signified diminishing rather than growing real wealth. 
When the State issued War Loan stock, people often 
borrowed from the banks in order to lend to the State. 
Credits were created and cheques were drawn against 
them to the order of the Government, which drew on 
the deposits to pay for munitions, etc. Credit was still 
further engineered when a person required a loan from 
his bank and deposited, say. War Bonds as collateral. 
More is said about Government financing by bank credits 
in the section on public borrowings (Chapter XXI, § 1.) 

THEORY OF BANKING. 

Two questions call for answer — 

(i) On what principle can the bank lend other people's 
money, maybe for a long period, yet pay the claims made 
upon it on demand or at short notice? 

(ii) How much may a bank lend? 

(i) As indicated above, it is found from experience 
that in ordinary times only a certain proportion of the 
deposits is called for by the depositors as a whole at the 
same time. Many people use the bank simply to store 
their wealth and not continuously to withdraw it for 
business purposes. The banker works on a principle 
akin to the one governing insurance, i.e. that individual 
uncertainties and peculiarities are levelled out in the 
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aggregate. Banking is carried on, then, on the assump- 
tion that at any time there will be a surplus of cash 
deposited over cash required, and that this surplus can 
be loaned out at a profit. 

(ii) The answer to the second question is suggested 
by that to the first. In theory, a banker need only 
leave himself just sufiicient to pay the anticipated cash 
demands. In practice, of course, it is impossible to 
depend entirely on precise calculation, which may be 
upset at any time by unforeseen circimistances ; there 
must necessarily be a small surplus for safety. The 
liquid assets of a bank are so distributed that, in 
the event of unusual or even panic demands for cash, 
these assets can be quickly mobilized. Some bank 
loans carry a very low rate of interest on the express 
condition that they are repayable at very short 
notice. 

FUNCTIONS OF BANKS. 

The general function of a banker is *'the exchange 
of money for credit, and credit for money, ' * His particular 
functions are — 

(i) Receipt of Deposits. 
(a) On Current Account, whereby the banker is 

Hable to pay legal tender on demand. Usually the 

banks allow no interest on such accounts, and charge 

a commission for the service rendered. 

(6) On Deposit Account, whereby the banker is 

given time to provide himself with funds, and 

allows interest according to the notice given. 

(ii) Granting Loans. The bank lends money against 
security at certain rates of interest. The loan usually 
takes the form of permission to draw cheques up to the 
agreed amount. 

(iii) Discounting Bills of Exchange A holder of a 
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bill payable at a future date may discount it at a bank 
which will give him its " present worth," calculated at 
the current market rate. Bills are a handy asset for 
a bank to hold, as they can be re-sold at any time, and 
automatically turn into cash on maturity. 

(iv) Balancing of Payments. This is done by means 
of the Clearing House System, which is described below. 

(v) Acting as Agent. A banker acts in various ways 
as agent for customers and other banks. Chief among 
these are — 

(a) Collection and payment of interest and dividend 
on stocks and shares. 

(b) Buying and selling stocks and shares. 

(c) Transactions in foreign exchanges. 
(d Acting as trustee, executor, etc. 

(e) Provision of safe custody of valuables. 

(f) Serving as clearing agent, correspondent, etc., 
for other banks. 

(vi) Issue of Bank Notes. In England, this function 
is now restricted to the Bank of England, though, in 
Scotland, bank notes of £1 and upwards are in general 
circulation and legal tender. 

The issue of notes used to be a more important 
function of banks than it is to-day. Before 1844, there 
were several note-issuing banks in this country ; but 
the Bank Charter Act of that year strictly limited the 
issues, making provision for the ultimate aboHtion of all 
bank notes other than those of the Bank of England. 
(See § 3.) 

THE CLEARING HOUSE SYSTEM. 

The Clearing House is an indispensable factor in 
modern banking. Instead of eaqh bank presenting a 
claim on every other bank on account of cheques 
accepted, and receiving cash in return, arrangements 
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are made for representatives of the banks to meet at 
frequent periods and balance up the mutual indebted- 
ness. The differences are not paid in cash, but by 
drafts on the Bank of England, at which the other 
banks keep deposits. By transfers of debits and 
credits in the books of the Bank of England, 
enormous transactions can take place without recourse 
to cash. 

The London Clearing House is the most important, 
though there are local clearing houses in certain impor- 
tant centres like Birmingham, Liverpool, Leeds, etc. 
At the local clearings, cheques on local banks only are 
dealt with, those outside the prescribed radius being 
cleared through London. 

The London Clearing House is, for convenience, 
divided into three sections — 

(i) The Town Clearing — ^for all banks in the 

City area of London. 

(ii) The Metropolitan Clearing — ^for banks and 

branches outside the Town Clearing, but within the 

London Postal District, 
(iii) The Country Clearing — for branches and 

correspondents outside the range of the MetropoUtan 

Clearing. 
There are eighteen clearing banks, each of which sends 
representatives to the London Clearing House four 
times every day. The London Clearing of cheques in 
1920 amounted to 39,000 million pounds, an increase 
of 10,000 millions on the previous year ; in 1921 it fell 
to 35,000 millions. The first seven months of 1922 
showed an improvement of 2,000 millions over the 
corresponding period for 1921. 

London is not only the centre of British finance and 
commerce, but tends to serve as the world's clearing 
house. The principal foreign and Colonial banks have 
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offices in London, while bills accepted by London 
" houses " have an international reputation for sound* 
ness. During and since the war, however, New York 
has strengthened her position as a financial centre, and 
endeavours to rival London as the hub of the world's 
conmierce. 

Comparative Statements of Joint-Stock and Private 
Banks in Great Britain (Excluding Bank of England) ^ 













Cash in 








No. 


Capital 




Total 


Hand and 


Invest- 


Discounts 


Year 


ot 


and 


Deposits. 


LiabUities. 


Money at 


ments. 


and 




Banks. 


Reserves. 






CaU and 

Notice. 




Advances. 






MilUon £. 


MiUion £. 


MiUion i. 


MiUion £. 


MiUion £. 


MiUion £. 


1900 


106 


101 


734 


884 


181 


176 


486 


1905 


82 


103 


757 


924 


211 


173 


485 


1910 


63 


103 


855 


1,031 


232 


179 


555 


1913 


60 


103 


962 


1,155 


276 


167 


635 


1914 


55 


102 


1,062 


1,239 


318 


199 


652 


1915 


53 


101 


1,167 


1,361 


307 


386 


588 


1916 


50 


100 


1,361 


1,566 


421 


402 


651 


1917 


49 


103 


1,607 


1,818 


488 


422 


823 


1918 


41 


114 


1,856 


2,073 


554 


454 


974 


1919 


35 


127 


2,190 


2,518 


532 


525 


1,292 


1920 


33 


149 


2,292 


2,594 


534 


478 


1,452 


1921 


33 


151 


2,314 


2,582 


517 


497 


1,467 



Notes on Above Table. 

(a) The number of banking firms fell from 106 in 1900 to 33 
in 1921. (The number of branches, however, increased from 
less than 4,000 to nearly 9,000.) This was due, of course, to 
the great amount of amalgamation. (See below.) 

if)) In that period, the Capital and Reserves only increased 
50 per cent, wnile the Deposits and the Total Liabilities, etc., 
trebled. 

The proportion of Capital and Reserves to Liabilities fell 
from over 1 1 per cent to less than 6 per cent ; that of Deposits 
to Liabilities mcreased from about 80 per cent to 90 per cent ; 
the percentage of Cash in Hand, etc., remained constant at about 
20 per cent. There was no marked alteration in the percentage 
of Investments and Discounts, etc., respectively about 20 per 
cent and 50 per cent of the Total Liabilities. 

1 Calculated from statistics in The Economist, 20th May, 1922 
(Banking Number). 
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AMALGAMATION OF BANKS. 

The tendency to concentration in industry and trade 
generally has been very marked in the banking world 
during recent years. " The Big Five " are now pre- 
dominant in British banking. The movement towards 
combination aroused such controversy that, in 1918, 
the Government appointed a Committee to inquire into 
the position. The outcome has been that, before further 
amalgamation can take place, the Treasury must make 
an investigation and give its sanction. 

The advantages and disadvantages of amalgamation 
of banking firms resemble on the whole those of large- 
scale enterprise generally (Chapter IV, § 1), but the 
following may be specially noted. 

(i) Advantages. 

(a) Efficient organization and control of banking 
functions. This is of special importance in time of 
emergency (as on the outbreak of war), when concerted 
action is essential. 

(b) Risks are better distributed. 

(c) The reserves become more concentrated and 
btetter managed. 

{d) Where private banks are absorbed, the accounts 
are made public and subject to open criticism. 

(e) For purposes of international trading, connec- 
tions and information faciUties are improved, thus 
affording superior and wider services. 

(ii) Disadvantages. 

(a) The organization may become too cumbersome 
for maximum efficiency. 

(b) Interest in, and special knowledge of, local 
conditions may be reduced. 

{c) The concentration of national resources in very 
few hands might tend to insecurity rather than 
strength. 

15— (1881) 
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(d) Perhaps the most prevalent objection of all, and 
the one mainly responsible for the opposition, is the 
fear of a banking monopoly. Banking is a vital 
service, and such a monopoly might have disastrous 
effects. 

Section 3. The Bank of England 

THE "BANKING " AND "CURRENCY " THEORIES. 

To understand the position of the Bank of England, 
it is useful to glance back upon the factors and influences 
that led to its present poHcy. During the Napoleonic 
Wars, cash payments by the Bank of England had been 
restricted, and it was not until 1819 that the bank 
notes were again made convertible. The right of 
issuing notes were practised by a nmnber of banks in 
addition to the Bank of England. About this time there 
was much controversy respecting the proper method 
of note issues, and two conflicting schools of opinion 
emerged, the Banking School and the Currency School. 

The Banking School. The members of this school 
contended that the amoimt of note issues should not 
be absolutely restricted by the gold reserve, but should 
be left to the discretion of the bankers. They main- 
tained that if the note issues were Hmited by the amount 
of gold backing, legitimate enterprise might be cur- 
tailed. It was further held that the note issues could 
be perfectly convertible, without necessitating a 100 per 
cent gold reserve. 

The obvious criticism of the *' Banking Theory " was 
that too much power and responsibility would be given 
to the bankers, who might not always be able to 
exercise sufiicient prudence or make a proper judgment. 

The Currency School* The advocates of the '* Cur- 
rency Theory " adhered to the principle of a gold 
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basis, and regarded a bank note as an economical sub- 
stitute for gold rather than a pure credit instrument. 
Accordingly they reconmiended that the note issue 
be strictly regulated by the amoimt of gold held, and 
that banks should only give credit facilities in return 
for buUion value. 

The main criticisms of such a scheme were that the 
note issues would be too rigid and inelastic, and that 
difficulty would be encountered in the event of a 
temporary shortage of gold. 

The Currency School were more successful in per- 
suading the Government advisers, and an Act was 
passed, giving legal effect to most of their recommenda- 
tions, at the same time not entirely disregarding the 
views of the Banking School. 

THE BANK CHARTER ACT OF 1844. 

The following were the chief provisions — 

(i) The Bank of England to have two separate 
departments, namely, the Issue Department and the 
Banking Department. 

(ii) A fiduciary issue against Government Debt 
(£11,015,100) and other first-class securities to be per- 
mitted up to £14,000,000, all notes over this amount 
to be secured by an equivalent value of gold and silver. 

(iii) Silver to be limited to one-fourth of the gold in 
reserve. 

(iv) The Issue Department to give notes for gold at 
£3 17s. 9d. per ounce. 

(v) The Bank of England to have the monopoly of 
note issues in London and within a radius of sixty 
miles. 

(vi) On a country bank ceasing to issue notes, the 
Bank of England, by Order in Council, could increase the 
fiduciary issue by two-thirds of the lapsed note issue. 
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(vii) No further note-issuing banks to be established, 
and the existing banks to lose the right of issue on 
becoming bankrupt, opening in the London area, etc. 

(viii) The future issues of the existing banks to be 
limited to the average circulation for a short period 
preceding the Act. 

(ix) A weekly return of the Issue and Banking 
Departments to be published. 

(x) The existing banks of issue also to forward weekly 
returns. 

Observations on the Bank Act. 

{a) The Act aimed at regulation and full control of 
the paper currency, and at publicity respecting the 
issues and reserves. The Bank of England has now the 
monopoly of rights of note issue in England and Wales. 
The last other bank to have these rights was Messrs. Fox, 
Fowler & Co. ; it lost its privilege on amalgamation 
with Lloyd's Bank in February, 1921. 

{b) Restriction of note issues tended to limit credit 
facilities. This was overcome by the increased use of 
cheques, the issue of which was not limited by any 
statutory bullion reserve. It is possible, therefore, for 
cheques to be drawn and accepted without an adequate 
backing, and such an over-issue of cheques might 
in many ways be as dangerous as an over-issue of 
notes. 

(c) It has been maintained that the system of note 
issue is too rigid and inelastic, that in time of difficulty 
there is no automatic means of increasing the j&duciary 
issue. The method usually adopted in time of crisis is 
to suspend the Act, and give the Bank the right to 
issue notes unsecured by gold. As is shown in the next 
chapter, the suspension of the Bank Act is almost 
invariably followed by a collapse of the crisis. 
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BANK OF ENGLAND RETURN. 

The following is the return for the week ended 
19th July, 1922— 

Issue Department 

Government Debt 1 1 .015, 100 

Other securities . 7,434,900 
Gold coin and 

bulUon. . . 125.571,065 

Silver bullion . — 



Notes issued . 



i 
144,021,065 



;£144,021,065 



£144,021,065 



Capital . . 
Rest . . . 
Public deposits 
Other deposits 
Seven day and 
other bills 



Banking Department 

I 

14,553.000 

3.339,124 

22,174,832 

104,466,978 



17.448 



;£144.551.382 



Govt, securities . 

Other securities . 

Notes. 

Gold and silver coin 



46.739,853 

76.215.636 

19.764,800 

1,831.093 



;£144.551.382 



Comparison with Previous Week and a Year Ago 





Amount. 


Inc. or Dec. 


Inc. or Dec. 




on last week. 


on last year. 


Rest . . . , 


3,339,124 


+ 28.733 


+ 28,984 


Public deposits . 


. 22,174,832 


+ 9.562.787 


+ 5.238,388 


Other deposits 


. 104,466,978 


- 7,908,081 


- 44,819,355 


Govt, securities 


. 46,739,853 


363,699 


- 35,978.225 


Other securities 


. 76,215,636 


+ 2,552.527 


- 6,059.675 


Reserve . 


. 21,595.893 


506.100 


+ 2.496,174 


Note circulation 


. . 124,256,265 


+ 7.560 


- 3,461.475 


Coin and bullion 


. 127,402.158 


498.540 


- 965.301 


Proportion of 


Re- 






serve to Liabil 


ities 17% 


- 1% 


+ 5io/o 
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Notes on the Return. 

I. Issue Department. 

Of the total note issue, £18,450,000 is fiduciary. 
This sum corresponds to the " Government Debt," 
which has remained imchanged since 1833, and " Other 
securities." According to the Act of 1844, a certain 
increase in the fiduciary issue was permissible under 
certain conditions (see above) ; but with the lapse of aU 
private bank note issues, the fiduciary issue of the 
Bank of England has now reached its maximum. 

II. Banking Depsurtment. 

(i) Liabilities. 

(a) Capital. The proprietors* capital has also been 
unchanged since 1833. The stock is fully paid (dif- 
ferent from that of the other banks), and the liabihty 
of the shareholders is limited. 

{b) Rest. This is a reserve, in the ordinary sense of 
the word, consisting of accumulated profits. It never 
faUs below £3,000,000. 

(c) Public Deposits. These include Exchequer, Sav- 
ings Bank, Commissioners of National Debt and Divi- 
dend Accounts. The figure varies with the incoming 
and outgoing of taxes and dividends respectively. 

(d) Other Deposits. This is the largest sum in the 
Banking Department's accounts, and represents the 
deposits of the Bank's customers, including the balances 
of the other banks. It is an index of the amount of 
money available in the market. When high, it generally 
means that the banks have a large surplus of unemployed 
funds, and usually coincides with a low price for money. 

{e) Seven-day and Other Bills. This small sum mainly 
corresponds to the remittance of funds by Customs and 
Excise ofiicers to the Bank. 
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(ii) Assets. 

(a) Government Securities. These are the Bank's 
investments in British Government stocks and bills. 
They cover the Government's " Ways and Means 
Advances," etc. 

(6) Other Securities, This item represents the Bank's 
investments in securities other than the above, and 
covers advances to its customers. 

(c) Notes and Bullion, This item represents the 
" Reserve " of the Banking Department, and, in view 
of its importance, may be considered in more detail. 

RATIO OF THE BANK OF ENGLAND RESERVE 
TO LIABILITIES. 

The " Reserve " applies to the stock of specie and 
notes in the Banking Department, and must not be 
confused with the gold reserve held by the Issue Depart- 
ment against notes. The proportion of the reserve in 
the Issue Department is definitely fixed by the Act of 
1844. Apart from the strictly limited fiduciary issue, 
all the notes issued are secured by the corresponding 
amount of gold. The Reserve in the Banking Depart- 
ment, however, consists of notes from the Issue Depart- 
ment (which are normally convertible into, and therefore 
as good as, gold), together with a certain amount of 
specie, distinct from that held by the Issue Department. 

Since the Bank of England, in canying on the practice 
of ordinary banking, lends out a certain amount of the 
deposits of its customers (largely the other banks), it is 
inevitable that the amount of notes and gold must be 
below that of the liabilities. But the Bank of England 
is in a peculiar position in that it is the bank of other 
bankers who themselves have lent out a considerable 
proportion of the wealth deposited with them. Their 
reserves are deposited to some extent with the Bank 
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of England^ and are withdrawable on demand. (No 
interest is paid on these deposits.) The Bank of Eng- 
land Reserve, therefore, is a first line of defence for 
other banks in times of dif&culty, and it is maintained 
by many experts that the proportion of reserve to 
liability should not fall too low. 

In ordinary times the policy of the Directors of the 
Bank of En^and has been to maintain the Reserve at 
about 45-55 per cent of the total liabiUties. A fall 
below 40 per cent used to cause uneasiness. The per- 
centage on the 22nd July, 1914, was 52. During the 
war this fell considerably, and at the end of 1919 was 
below 10 per cent. Latterly, the proportion has 
increased ; for the week ended 13th September, 1922, it 
was 19J, an increase of 4J per cent on the corresponding 
week in 1921. The low ratio is still seriously criticized, 
and the return to a more normal proportion is strenuously 
advocated. 

DRAINS ON THE BANK OF ENGLAND RESERVE. 

The Bank of England Reserve is liable to a regular 
and periodic drain at certain times of the year when 
extra amounts of cash are required (e.g. holiday and 
harvest times, end of the quarter, dates for tax pay- 
ments, etc.). Similarly, there are certain periods of the 
year when there is an inflow of money to swell the 
Reserve. The fact that it is the bank of the State 
means that taxes and loans to the Government, and 
dividends on these loans pass through the books of the 
Bank of England, and influence directly or indirectly 
the proportion of the Reserve to the Uabilities. 

In addition to this, the Reserve is liable to an 

^ In recent years, the other banks have been keeping a certain 
amount of reserve on their own premises, but most of it is still 
deposited with the Bank of England. 
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irregular and spasmodic drain, on such occasions as 
commercial crises, foreign loans, outbreak of war, etc. 

When there is a drain on the Reserve, the following 
are possible courses of action — 

(i) To stop payment of gold on demand. In ordinary 
times, such an action might precipitate a panic. So 
long as the Bank pays gold on demand, people consider 
the situation with assurance, but the slightest suspicion 
of the Bank's insolvency will upset the whole of the 
credit and banking system. The policy of the Directors 
of the Bank of England in times of crisis is rather to 
pay gold as freely as possible. Some other means of 
conserving the Reserve, therefore, has to be adopted. 

(On the outbreak of war, the Bank of England was 
enabled to pay out Treasury notes instead of gold. 
These notes, while nominally convertible, could at the 
most be converted only into sovereigns, the export of 
which or conversion into bullion being forbidden. 
In any case, the Reserve was considerably depleted. 
See Chapter XVIII.) 

(ii) To offer a high price for gold. This method 
might serve to swell the Reserve, but would be very 
expensive. It would also make the value of gold more 
unstable than it is. More effective is the third course : 

(iii) To raise the Bank Rate. This is the method 
that is usually adopted. Instead of trying to prevent 
gold from leaving the Reserve, the Bank aims at inducing 
more gold to come into it. The effects of such action 
on the Money Market are considered in the next chapter. 
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CHAPTER XV 

THE MONEY MARKET 

Section 1. The Price of Money. 

THE MONEY MARKET. 

The market for money approximates to perfection 
more than that for any other commodity. This is due 
to the quickness of modem communication and the ease 
of transferring credits from one part of the world to 
another. The cost of this transfer, even where gold 
has to be sent, is comparatively small. Strictly speak- 
ing, the Money Market is not centred in any particular 
place, but is world-wide in its extent. A feature of the 
modem credit system is the ready response of money 
in one country to changes in the demand or supply 
in another. 

In ordinary language, as far as this country is con- 
cerned, the Money Market embraces the sphere of 
operations around the Bank of England and Lombard 
Street. Besides the Bank of England and other bank- 
ing institutions, together with the various discounting 
and accepting houses, it includes brokers and jobbers 
inside and outside the Stock Exchange, deaders in 
foreign bills, underwriters, etc. All of these are con- 
cerned with the lending or borrowing of money, the 
lenders being chiefly the bankers, the borrowers mainly 
the bill brokers and Stock Exchange dealers. The 
Government, too, is an important factor in the Money 
Market, and in recent years especially has taken a 
leading part through its large borrowings and the dis- 
bursements of dividends. The rates of interest offered 
by the Treasury have considerably affected the market, 

220 
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and at the present time seem to have more influence 
than the Bank of England rates. ^ 

Discount Houses are those institutions that specialize 
in the discounting of bills. They are of service to 
deklers who are not prepared to wait until the bills 
mature, but require ready cash. 

Accepting Houses accept bills on behalf of a trader in 
return for a consideration as a return for the risk 
incurred. They are necessary in international trade 
particularly, since a creditor may not have knowledge 
of a customer in another country, but will unhesitatingly 
receive a bill which has been accepted on the debtor's 
behalf by an accepting house of international repute. 

Though a few firms confine their activities mainly to 
discounting or accepting, most of this business is now 
done by the banks. 

PRICE OF MONEY. 

While the value of money refers to its purchasing 
power, the price of money in the City means the rate 
that is charged for its use. Like the price of anything 
else, it is determined by conditions of supply and 
demand. When money is plentiful, the rate of interest 
or discount is low ; when money is scarce the rate is high. 

Interest is the price that is paid for the use of money, 
and varies with supply and demand, with the nature 
of the loan, and also with length of the period for which 
the loan is required. 

Discount is the price that is paid in order to obtain 
immediate realization of a bill or other claim for value 
which is not yet due for payment by the original 
acceptor. It is the difference between the face- value 
and the present worth, and is in effect akin to interest. 

The two rates are interdependent, and there cannot 

1 See below, p. 225. 
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be, over a period, any appreciable difference between 
them. Suppose, for example, the average rate of 
interest is 5 per cent, and the rate of discount is 3 per 
cent, and that all other things are equal. Then it is 
more remunerative to put money into interest-bearing 
investments than into the bill-discounting market. 
Therefore there will be a transfer of money to ordinary 
investment, causing a drop in the interest offered, 
while the reduction in money supplies for the discount 
market brings about a rise in the discoimt rate. Any 
discrepancy between the rates of interest and discount 
will be due to differences of market conditions, greater 
or less risk, etc., rather than to any fundamental 
distinction between the two rates. 

The Bank of England Rate is a discount rate. It is, 
as a rule, sUghtly above the rate charged by the other 
banks, i.e. the Market Rate. A rise in the Bank Rate 
is usually followed by other banks raising their rate ; 
a fall in the Bank Rate is always followed by a reduc- 
tion in the Market Rate. Since the Bank of England, 
however, engages in ordinary banking business, it has, 
in practice, to charge its customers the ordinary market 
or " street " rate. Were it to demand the higher 
official rate, its customers would seek accommodation 
from those bankers who charge a smaller price for their 
services. 

As indicated above, the period of time is taken into 
consideration in determining the rate of interest. For 
safety reasons, a bank has to keep a fairly large pro- 
portion of its assets as " liquid " as possible, to meet 
any unusual demand for cash ; too much money must 
not be '* locked up." On the other hand, money lying 
idle involves a certain amount of waste. The banks, 
therefore, lend out some money to brokers and others, 
which can be reclaimed " at call or short notice." The 



Digitized by LjOOQ IC 



THE PRICE OF MONEY 



223 



**Call Rate " is necessarily lower than the ordinary 
rate. 

The following is a quotation from The Times Money 
Market article, Friday, 14th July, 1922, referring to 
conditions the previous day. The prices are per cent 
rates per annum — 

" Day-to-day money was quite usable at 2 per cent during the 
early hours, but floating supplies of credit increased later in the 
day, and the rate eased to IJ per cent. . . Following the 
reduction in Bank rate the deposit rate of the London Clearing 
Banks was lowered to 1 per cent and the discount houses also 
reduced the rates of interest allowed by them by J per cent to 
1 per cent at call and 1 J per cent at notice. . . . Rates for fine 
trade bills were lowered by J per cent all round. 

The Bank rate is 3 per cent, to which it was reduced from 
3J per cent on July 13." 



Loans (per cent). 


Discount (Bank BiUs). 


Discount (Fine Trade BiUs). 


Day 

today 

lf-2 


For short 
periods. 

lf-2 


60 
days. 

1* 


3 
months. 


4 
months. 

2 


6 
months. 

2-2J 


3 
months. 

2i-3 


4 

months. 

2f-3 


6 
months. 

3-3i 



[At this particular time the Treasury were not borrowing on 
Bills, and therefore no rate was quoted. A fortnight later 
(28th July) the above rates were very little changed," while 
3 month Treasury Bills were offered at If per cent.] 

INFLUENCE OF THE BANK RATE. 

The Bank Rate is a potent factor in the Money 
Market, and exercises its influence in many directions. 
Care must be taken, however, not to attribute unfailing 
power to this rate ; for reasons mentioned below, there 
may be certain occasions when it has comparatively 
little effect. 
Effects of Raising the Bank Rate. 

(i) The other banks and financial houses raise the 
market rate of discount. Assuming there is a shortage 
of money, this is almost inevitable. Would-be 
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borrowers from the Bank of England try to get cheaper 
accommodation from the other banks, who, partly to 
secure their own reserves, partly to make a profit, 
raise their charges, though not necessarily to the same 
extent. 

(ii) This results in dealers and bill holders being less 
willing to borrow money or to discount bills. 

(iii) Since money commands a high rate in the dis- 
count market, foreigners are induced to transfer credits 
to this country ; an inflow of gold may result. They 
will also be willing to extend the credit facilities they 
have already given. 

(iv) For the same reason, stocks and shares will be 
sold in order to transfer the proceeds to the more profit- 
able discount market. The prices of securities in the 
investment market will thus tend to fall. 

(v) Since a rise in the discount rate is usually fol- 
lowed by a rise in the deposit rate of interest, more 
money may be saved, reducing the immediate demand 
for commodities, thus also helping to bring about a fall 
in prices. 

(vi) Traders who find it too expensive to borrow 
money at the high rate may prefer to unload their 
stocks of commodities, causing prices to fall. 

(vii) A fall in prices leads to increased exports, 
because the foreigner finds it profitable to buy goods 
here at the reduced price. It also leads to less imports, 
because the consumer may now purchase home products 
instead of those of the foreigner, who will divert his 
goods to places where he can command higher prices. 
This reduces our foreign indebtedness and therefore the 
drain on the Reserve. Also, for reasons discussed in a 
later chapter, it causes the foreign exchanges to move 
in our favour. 

(viii) The general result, therefore, of raising the Bank 
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Rate is to diminish the demand for money at home, and 
to increase the effective supply ; this may be instrumental 
in bringing about a fall in the Bank Rate, and a return 
to normal conditions.^ 

The following factors should be observed in connection 
with the relation of the Bank to the Money Market — 

(a) Raising the Bank Rate is only followed by a rise 
in the market raie if the demand for money is keen. If it 
should not be so, the other banks would not necessarily 
raise their rates, as customers and therefore profit might 
be lost in consequence. In practice, of course, the 
Bank Rate is only raised when money is scarce, and the 
above contingency seldom arises. A fall in the Bank 
Rate, on the contrary, must inevitably be followed by 
a fall in the market rate, if the banks wish to retain 
their custom. The influence of the Bank of England 
over the Money Market is not now so strong as formerly. 
The joint-stock banks have increased in size and power 
in recent years, and do not automatically follow the 
lead of the Bank as they did in the past. 

(b) Another factor , helping to reduce the power of 
the Bank Rate in governing market conditions is the 
rate of interest paid on Treasury Bills. The enormous 
borrowings of the Government in the last few years 
have been the most influential element in the Money 
Market, the price of money being determined more by 
Treasury rates than by the ofi&cial Bank R^te. The 
Bank of England has had to fall in with market condi- 
tions and its Rate thus serves as an index of financial 
conditions rather than a cause. 

* When the supply of money is considered too plentiful, and 
therefore too cheap, the Bank has employed the device of going 
into the market as a borrower on a large scale. As security for the 
loans, it offers Consols or other Government stock — Whence the 
phrase Borrowing on Consols. By thus reducing the supply of 
money, the Bank is enabled to make its own rate more effective. 
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Events Preceding and Following a Rise or Fall in 
the Bank Rate. The following table gives an outline 
summary of the general trend of events before and after 
a rise or fall in the Bank Rate. It is essential to note 
that only tendencies are indicated, which may be offset 
by the presence of any external factors. 





Events preceding. 


Events following. 


A Rise 
in the 
Bank 
Rate. 


1. Scarcity of money . 

2. Great demand for 
money caused by 
active trade. 

3. Drain of gold, for 
periodical pay- 
ments at home. 

4. Ditto from abroad 
caused by "un- 
favourable" bal- 
ance of trade. 

5. Adverse rate of 
exchange. 


1. Rise of market rate (usually). 

2. Higher deposit rate. 

3. Discouragement of borrowing. 

4. Money transferred from in- 
vestment market to discount 
market. 

5. Fall in prices of stocks and 
shares. 

6. Fall in prices of commodities. 

7. Foreigners extend credits 
and transfer money here to 
get higher prices. 

8. Increased exports. 

9. Improvement in foreign ex- 
change. 

10. All this may culminate in a 
plentiful supply of money. 


A Fall 
in the 
Bank 
Rate. 


1. Plentiful supply of 
money. 

2. Little demand for 
money caused by 
inactive trade. 

3. Inflow of gold, 
through periodical 
repayments. 

4. Ditto, if balance of 
trade is *' favour- 
able." 

5. Improved rate of 
exchange. 


1. Fall in market rate (always). 

2. Lower deposit rate. 

3. Increased borrowing. 

4. Flow of money back to 
investment market. 

5. Rise in prices of stocks and 
shares. 

6. Rise in prices of commodities. 

7. Foreigners tend to transfer 
money elsewhere where 
higher rates can be obtained. 

8. Contraction in exports if 
prices rise too much. 

9. Adverse exchange may result . 
10. All of which may culminate 

in conditions akin to those 
leading up to a rise in the 
Bank rate. 
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Section 2, The Stock Exchange 

THE STOCK MARKET. 

The Stock Exchange, the one in London being the 
most important, is a market for stocks and shares. The 
members do not deal in capital for fresh enterprises as 
much as transfers of capital already invested. 

Values of securities frequently vary so much during 
a day's dealings that it would be very cumbersome to 
make a formal contract every time a transaction is 
effected ; besides, while inquiries respecting the other 
party were being made and a contract being prepared, 
the price of the stock might have changed. Instead, 
agreements to buy or sell are made in a moment or two 
and on the spot. This implies a large amount of trust 
between the dealers in the Stock Exchange, the 
membership of which is strictly limited. 

The members of the Stock Exchange consist of 
stock-brokers and stock-jobbers. 

Brokers^ do not usually act as principals, but serve 
rather as agents between the jobbers and the public. 
They make their profit on the commission, and rarely 
carry any appreciable amount of stock on their own 
account. 

Jobbers are usually specialists in particular branches 
of the stock and share market, and deal on their own 
account. They make their profits, therefore, not from 
commission, but from the difference between their 
buying and selling prices. The jobbers do most of the 
speculation in the Stock Exchange, often " selling for- 
ward " (i.e. promising to deliver certain shares at a 
future date) and similarly contracting to purchase them. 

^ Distinguish from the bill-brokers who axe not members of 
the Stock Exchange, but specialize in the sale and purchase of 
foreign bills. 

16— (1881) 
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(In addition, there are a number of outside brokers 
who effect transactions through the members of the 
Stock Exchange.) 

DEALINGS ON THE STOCK EXCHANGE. 

The jobber on being asked by a broker, acting on 
behalf of a chent, for a quotation, states two prices, 
the lower one at which he is prepared to buy, the 
higher at which he is wiUing to sell. This is the 
** jobber's turn." The bargain may be either on credit 
or for cash ; if the former, it is either put down ** for 
account '' or for " Settling Day." Failure to meet 
Habilities on this day may mean being " hammered " 
and dismissed from the Exchange. 

Contango brokers are those who lend to other brokers 
who need money for the " Settlement." Instead of 
advancing a loan in the ordinary way, they act as 
pawnbrokers for shares. For a consideration, they 
"carry over" the shares in question until the next 
settlement day. 

Backwardation is the opposite of Contango. If a 
broker has guaranteed dehvery of certain shares, but 
cannot obtain them for the time specified, he may bor- 
row those shares from somebody who happens to have 
them, depositing an equivalent sum of money as 
security, to be returned when the shares are paid back. 
The conunission for this service is known as 
" Backwardation." 

Classes of Business and Securities. 

Dealings on the Stock Exchange may be classified 
according to whether they are purely speculative in 
character or for purposes of investment. (Speculation 
was examined in Chapter IV, § 1.) 

The market for stocks and shares is divided into 
certain groups depending on the nature of the seciuity 
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(e.g. Government Stocks, Industrials, Railways, Foreign, 
etc.). 

It is unnecessary here to give an account of all the 
different forms of stocks and shares. The following 
are the main kinds, and are given in the order of their 
claim upon the profits of a company or assets in the 
event of winding up — 

, , ,-. ^ „ - f These are loans rather than 

S nf-^f-^ shares in the business, and 

(6) Debentures. ^^^^^ ^ ^^^ .^^^^^^^ 

(c) Preferred Shares, These have first claim of the 
shares proper, and receive a definite interest, with the 
possibility of some extra return if *' Participating," and 
retrospective interest if '* Cumulative." 

(d) Ordinary Shares, These involve more risk than 
the previous classes, and in tinles of good business 
receive higher dividends. 

(e) Deferred Shares, Dividend on these shares, 
where the latter exist, is not paid until the previous 
classes have received their minimum return. 

As mentioned in the analysis of interest, the pro- 
portion of pure interest (i.e. the payment for the use 
of capital apart from reward for risk) in the return 
diminishes as one passes from mortgage bonds to 
deferred shares. 



Section 3. Financial Crises and Trade Cycles 

FINANCIAL CRISES. 

The main features of a commercial and financial crisis 
may be stated here very briefly. For various reasons, 
traders find themselves in difiiculties and seek to borrow 
an unusual amount of money from the banks. Stocks 
and shares are sold, their prices fall, and banks discover 
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that their collateral and assets are dwindling in value. 
The public, too, are infected with the prevalent feeling 
of insecurity, and many withdraw their deposits from 
the banks, who, in turn, withdraw their reserves from 
the Bank of England, and call in the short loans. 

The Bank of England is subjected to a heavy strain. 
On the one hand, its clients are withdrawing their 
deposits ; on the other hand, partly owing to the other 
banks' cessation of lending, ther^ are more people than 
ever wanting to borrow money. The depletion of the 
Reserve serves to intensify the situation. 

The policy of the Bank of England at st^h times is to 
lend as freely as possible. The psychological effect of 
such an action is incalculable. To stop loaning or 
papng cash for notes would make the crisis worse. 
If the situation is too serious to be countered by merely 
raising the Bank Rate, the method adopted is to suspend 
the Bank Charter Act of 1844. The Bsink is thus 
enabled to increase its fiduciary issue of notes, and lend 
them to the would-be borrowers. 

In almost every case, the suspension of the Bank Act 
has been followed by a collapse of the crisis. Only once 
(1857) was it found necessary to take advantage of the 
suspension and swell the fiduciary issue. On the out- 
break of the recent war, the Bank Act was suspended, 
but the issue of Treasury notes rendered unnecessary 
an increase in the Bank's fiduciary issue. (The crisis 
in 1914 and the emergency measures adopted are 
considered in Chapter XVIII.) 

TRADE AND CREDIT CYCLES. 

Though financial crises and industrial depressions are 
largely inter-related, the latter, for convenience, may 
be considered separately. 

In the succession of times of good and bad trade 
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throughout the nineteenth and twentieth centuries, two 
elements have been observed — 

(i) The Sjoichronizm of conditions in different trades 
at the same time. 

(ii) The Periodicity of fluctuations. 

(i) Synchronizm. With the speciaHzation of indi- 
viduals, locaUties and nations, industries grew to depend 
increasingly on each other for supplies and custom. 
Division of labour means interdependence. When the 
credit and banking system evolved to its present impor- 
tance, it served to bind the interests of the various 
industrial and commercial groups closer than ever. 
It became inevitable, therefore, that a " boom " or a 
*' slump " in one branch should sjmchronize with similar 
conditions elsewhere. 

(ii) Periodicity. These periods of good and bad time 
appear to have occurred with a certain amount of 
regularity. At first, it was thought that the full cycle 
of events lasted about ten years, but later the estimate 
was reduced to seven years. 

THEORIES OF TRADE CYCLES. 

Trade cycles have been the subject of much investiga- 
tion and theorizing. The following are the chief 
attempts at explanation that have been submitted — 

(i) Theories Based on the Climate. It used to be 
contended that regular variations in the climate were 
responsible for the cycles in trade. Jevons, for instance, 
suggested that the spots on the sim changed their posi- 
tion with regularity, thus affecting the heat emitted. 
This was said to influence the nature of harvests, and 
therefore, since agriculture is the basic industry, all 
branches of economic effort would be similarly placed. 

Though the sun-spot theory is no longer believed in, 
there are still some who maintain that climate and 
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harvest conditions are at the root of commercial 
fluctuations. ^ 

(ii) Psychological Theory. Some contend that the 
psychological factor is the most important. The syn- 
chronizm and periodicity are all a matter of action and 
reaction on human nature. When trade is good, people 
are optimistic. They buy more and prices rise. Pro- 
duction is stimulated. Similarly when trade is bad, 
people are pessimistic, they stop buying, prices fall, and 
production is checked. Prosperity and depression of 
trade are the result of the state of people's minds. 

This theory undoubtedly contains much truth, and 
no explanation can afford to ignore the psychological 
element. The theory alone, however, does not satis- 
factorily account for the change from one set of 
conditions to the other. 

(iii) The Credit and Over-production Theory. This 
explanation is the one most commonly put forward ; 
it accounts for the trade cycle in the following way : 
To commence with, suppose trade to be improving. 
There is a keen demand for money to assist in further 
production, and credit facihties are extended. Prices 
rise because of the greater amount of effective money 
in circulation, and this may encourage still further pro- 
duction. New firms, attracted by the profits, enter the 
field, and for a time there is general prosperity. 
Speculation may go beyond legitimate bounds. In the 
absence of any co-ordination, or satisfactory index of 

^ Sir William Beveridge, in the Economic Journal (1920-21), 
from observation of meteorological and trade conditions, suggests 
that there may be some real connection between climate and the 
export trade. While recognizing that this suggestion, if proved, 
establishes the climatic explanation (though not the details) 
offered by Jevons, he would only admit it to be one cause of 
cyclical fluctuations of industry. " There are some causes of 
fluctuation — ^financial, industrial, and social — clearly independent 
of the climate and the export trade." 
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the exact amount of goods that can be economically 
produced, there is the risk of false optimism causing 
too much to be produced for the existing demand. 
The result is a fall in prices. This leads to a restriction 
in production, firms near the ** margin " may dis- 
appear, banks call in their credits, and for a time there 
is a general depression. After a while it may be foimd 
that too little is being produced to meet the demand. 
The shortage of goods sends prices up again ; produc- 
tion revives ; and so, with the improvement in trade, 
the complete cycle is completed. 

(iv) The Over-savings or Under-consumption Theory. 
This theory, which has been mostly developed by Mr. 
J. A. Hobson, 1 may be briefly summarized. Instead 
of looking to the misapplication of capital and labour, 
he regards the action of the unproductive surplus (i.e. a 
form of rent) in one's income as the source of trade 
fluctuations and periodical unemployment. This sur- 
plus is said to stimulate automatic saving to an extent 
greater than is strictly necessary. Over-saving is under- 
consumption ; some existing capital goods cannot 
function in production, and therefore there is congestion 
of the industrial system with unsold products. This 
brings about a reduced demand for labour and capital, 
a period of low production, and consequently a fall in 
the social income. But this means that there is now 
less " surplus " to save, and thus begins a process of 
recuperation. For a time there is the right adjustment 
between " real " capital and the rate of consumption, 
but eventually the " chronic impulse due to surplus 
income again becomes fully operative, preparing a new 
period of depression." 

In this theory also there is more than an element of 
truth, but the distinction between necessary saving and 

* The Industrial System, Chapter XVIII. 
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over-saving should be made clear. At a time when, 
following an expensive war, the cry is all for "economy," 
the plea for less saving may seem rather out of place. A 
country which has Uved on her capital for several years 
finds real saving more urgent than ever. Even in 
ordinary times, while Mr. Hobson deprecates too much 
saving, it is equally true that there can be too much 
spending; money expended on luxuries is not so 
serviceable to the whole community as that spent on 
necessaries. Yet these statements are not contra- 
dictory ; from examination they are seen to be largely 
supplementary. 

Counteracting Measures. 

Whatever may be the true explanation of trade cycles, 
there is re^ison to believe that they can be counteracted 
to a certain extent, if proper measures are taken. The 
use (or abuse) of credit is a very important element, 
and when business is good, care should be exercised not 
to foster '* illegitimate " speculation by too easy credit 
faciUties. This helps to prevent the tendency to over- 
production. When the possibility of a crisis is looming 
in the near future, supplies of cash and credit should be 
made readily available for those who are in temporary 
difficulty. This helps to counteract the crisis. 
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CHAPTER XVI 

INTERNATIONAL TRADE 

Section 1. The Theory of International Trade 

DIFFERENCES BETWEEN HOME AND INTER- 
NATIONAL TRADE. 

Though the fundamental principles governing inter- 
national and home trade are similar, there are certain 
important distinctions that have to be noted. These 
differences are not due to costs of transport, which have 
to be reckoned in the normal expenses of production. 
Since the transport cost between Dover and Calais is 
less than that from Dover to Dundee, it cannot be 
considered the deciding cause of difference between 
home and international trade. 

The main differences are due to the immobility of 
labour and (to a smaller extent) of capital. The *' flow " 
of labour at home is relatively free compared with that 
between two countries. Despite the possibiUty of 
economic gain if he goes abroad, a man may prefer to 
stay at home for reasons of sentiment and patriotism. 
I-anguage difficulties and differences in the monetary 
systems also tend to retard international relations. 

While capital is not subject to the same personal 
preferences as labour, and is therefore not so immobile, 
it will, other things being equal, be invested at home 
rather than abroad. As a rule, a much higher rate of 
interest is necessary to induce capital to go abroad. 
Foreign Trade is a Form of Barter. 

In the early days of foreign trade, imports were paid 
for very often in gold and silver. Such a poHcy 

235 
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to-day would be very uneconomical, even if it were 
possible — 

{a) The volume of transactions is too high for the 
existing stock of specie. 

{b) Movements of gold, etc., entail expense and risk. 

(c) The precious metals would be diverted from 
internal use as currency and in the arts. 

It is to the general interest, therefore, to reduce the 
payments in specie to the minimum. This is done by 
bringing together all the exports of a country, and 
balancing them against all the imports. The difference 
may be paid in gold, which in any case ought to be 
reckoned among a country's exports or imports. 

Exports Pay for Imports, By means of the modem 
credit system, trade to the value of thousands of 
miUions sterling takes place annually with very little 
recourse to the export of gold. (Even South Africa, 
which is the principal gold-producing country, does not 
necessarily export all the gold purchased from her. 
The Bank of England, her chief customer, allows a 
considerable amount of gold to remain there as part 
of its reserve.) 

Barter is at the basis of all exchange, but shows itself 
more prominently in international trade. Imports of 
food and raw materials and exports of manufactured 
goods are reckoned in terms of money ; but, in prac- 
tice, the transactions are completed by mutual cancel- 
lation of debts. The foodstuffs and materials are thus 
paid for in effect by the manufactured goods. When 
the international credit system breaks down, actual 
barter may be resorted to. This was evidenced recently 
in the direct exchange of goods for goods between 
British and Russian merchants. 

It follows, therefore, that, in international trade, 
even more than in home trade, money is of more 
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importance as a measure of value than as a meflium 
of exchange. 

THE LAW OF COMPARATIVE COSTS. 

Foreign trade is in effect an international division of 
labour. Each country tends to specialize in the pro- 
duction of those commodities for which it is best fitted. 
This does not mean that a country will necessarily 
specialize in a commodity simply because the real costs ^ 
of production are lower than elsewhere, but that it will 
supply those things in the production of which it has 
a relative advantage over another country. This is in 
accordance with the Law of Comparative Costs, which, 
as applied to international trade, states that a country 
tends to produce those things for which it has the 
greatest comparatiye advantage. 

It should be observed that while the law of com- 
parative costs has special reference here to international 
trade, it applies to all forms of economic activity. 
Though a business man might be able to do clerical 
work better than a hired clerk, it may be to his advan- 
tage not to do this relatively less productive work, but 
to devote his whole time to the higher functions of busi- 
ness which render him greater returns. Similarly, a 
stores manager might be a better salesman than a man 
at the counter ; but it is to the firm's benefit to utiHze 
his services of managing which, as it were, have a 
relative advantage over those of a counter assistant. 
Illustrations of Comparative Costs. 

In the following examples, for the sake of simplicity, 
the expenses of transport are not considered ; in 
practice, of course, they enter into the total cost of 
production. Perfect freedom of trade is also assumed. 

^ For the distinction between real and nominal costs, cf. real 
and nominal costs of labour, Chapter VIII, § 1. 
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(i) Suppose there are only two countries, A and B — 



A 

Can produce wheat at £1 

per bushel 
and cloth at 10s. per yard 



B 

Can produce wheat at £2 

per bushel 
and cloth at £1 per yard 



Under such conditions, A, being the cheaper country 
for both commodities, will export wheat and cloth to 
B, which will send money in return. Therefore (in 
accordance with the Quantity Theory), prices will rise 
in A and fall in B until the respective costs of produc- 
tion are equal in A and B, say, 30s. for wheat and 15s. 
for cloth. No advantage will now accrue to exchange, 
which will cease on this point being reached. 

In both countries the relative costs were as 2 to 1. 
Neither country had a permanent advantage in 
relative costs, and, therefore, permanent exchange was 
impossible. 

(ii) Suppose, now that A and B have different 
relative costs of production, 



A 

Can produce wheat at £1 

per bushel 
and cloth at 10s. per yard 



B 
Can produce wheat at £3 

per bushel 
and cloth at £1 per yard 



Again, A has an advantage in both commodities, and 
will export wheat and cloth to B until, for the monetary 
reasons stated above, costs rise in A and fall in B. The 
time may arrive when wheat costs 30s. in A and £2 5s. 
in B, while cloth costs 16s. in both countries. A point 
of indifference respecting cloth has been reached, but 
wheat will still be exported from, and money still flow 
into. A, until the cost of cloth might conceivably be 
17s. in A and 15s. in B. Permanent trade, therefore, 
is possible. 

A will specialize in and export wheat ; 

B „ „ „ cloth. 
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Advantages of Foreign Trade. 

Another way of regarding the same situation, and 
showing the advantage of international trade, is to 
examine the total costs of production for the two 
countries together, before and after specialization. 



Before specialization, 

A 
50 bushels wheat cost ;f50 
50 yards cloth cost £25 



B 
50 bushels wheat cost /150 
50 yards cloth cost £50 



Total cost of 100 bushels and 100 yards =;f275. 
After specialization, 

A I B 

100 bushels wheat cost ;£100 I 100 yards cloth cost ;£100 
Total cost of 100 bushels and 100 yards = £200, 

From this it is evident that international specializa- 
tion means economy of production. Strange as it may 
seem at first, it also follows that it may pay a country 
to import something from another, even though she can 
produce it herself more cheaply. The explanation hes 
in the comparatively greater productivity that she 
may have in respect of another commodity. 

Foreign trade indicates a wide territorial division of 
labour, the benefits of which may be shortly summarized. 

(i) Each country under free market conditions tends 
to produce those commodities for which it is naturally 
adapted. This means that the world's productivity is 
increased, permitting prices to be lower than otherwise. 

(ii) People of one country can enjoy such foreign 
goods as cannot be produced at home. 

(iii) Where supply and demand are spread over a 
large area, prices are more stable. 

(iv) For similar reasons, local shortages do not cause 
as much inconvenience if supphes can be had from 
elsewhere. 
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(v) Since in time of war the above advantages are 
lost, the mutuality of trade relations and the recogni- 
tion of economic interdependence may make eventually 
for international peace. 

Section 2. Protection and Free Trade 

VIEWS ON FOREIGN TRADE. 

International trade was hindered between the four- 
teenth and sixteenth centuries by the prevalent objec- 
tion to importing goods of other nations. As exports, 
however, must be met by imports of some kind, the 
early Bullionists^ stipulated that, as far as possible, only 
gold and silver should enter the country, these being 
regarded as the staple forms of wealth. In accordance 
with this view, various measures were adopted to 
encourage the export of goods and the import of specie, 
while the export of specie and the import of goods were 
looked upon with disfavour. 

When it became recognized, about the time of the 
Tudors, that there were certain foreign goods apart 
from specie that a country must have, the bullionist 
doctrine began to lose ground, and was replaced by the 
policy of Mercantilism. This, to a great extent, was 
only a modified form of the bullionist principle, in that 
it still aimed at an inflow of gold and silver. The 
difference was that it permitted of importation of other 
goods, provided that such imports were less than the 
exports (i.e. a " favourable balance of trade ") ; the 
excess of exports over imports was to be paid in specie. 
Steps were also taken to restrict the importation of such 
goods as could be produced at home. Protective duties, 
bounties, and other forms of preferential treatment were 

* See Appendix for further notes on the Bullionists and 
Mercantilists. 
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all part of the mercantilist policy, which in some respects 
still has its adherents. 

One result of the continual inflow of gold and silver 
was that prices ever tended to increase ; and a country 
whose prices are high is a good one to sell to and a bad 
one to buy from. Hence there was a danger to the 
export trade, and an encouragement to import goods ; 
this was not in keeping with mercantihst principles. 

With the Industrial Revolution, the need for 
foreign material and foodstuffs grew very urgent, and 
it became recognized that whatever service the mer- 
cantihst doctrine may have rendered in the past, it was 
fast becoming obsolete. The abandonment of this 
pohcy was signalled, among other things, by the gradual 
removal of most of the protective duties. 

In 1846 the tax on imported com was repealed, and 
was followed by the withdrawal of duties on raw 
materials and manufactured goods. By the end of the 
century, less than a score of commodities were liable to 
import duty, and then the tax was for revenue rather 
than for protection. 

ARGUMENTS FOR PROTECTION OF HOME 
INDUSTRIES. 

Though the number of arguments brought forward 
in support of Protection have been very numerous, 
they are nearly all covered by the following — 

(i) That Essential Industries need Protection. In 
these are included such a vital industry as agriculture, 
which may be in danger of decHning through the under- 
selling of foreign competitors; also those industries 
suppljdng mihtary and naval needs, such as the chemical 
and optical glass trades. Entire dependence on 
foreigners for these commodities might cause serious 
difficulty in time of war. 
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(ii) That " Infant Industries ** need Protection, It is 
claimed that a new industry, if protected during its 
" infancy," will grow strong enough eventually to 
dispense with the need for protection. 

(iii) That there should he a great Diversity of Industries. 
Under Free Trade, the Protectionist argues, a country 
may specialize on very few staple industries, the 
failure of which would involve the country in ruin. 
Where there is a great variety of industries, the danger 
is not so great. 

(iv) That Protection means High Wages. It is argued 
that an industry which is not undercut by foreign rivals 
can pay its workers better wages. 

(v) That Protection is necessary to guard against 
" Dumping.*' A firm abroad that enjoys monopoly or 
other advantage may charge comparatively high prices 
in its own country, but in order to secure the advan- 
tages of large-scale production, may have to produce 
more than is absorbed by the home market. The sur- 
plus may be " dumped *' in other countries at prices 
lower than those in the firm's own country, and below 
the cost of production in those countries where the 
goods are " dumped." 

(vi) That Home Industries should be supported, quite 
apart from the considerations already mentioned. 

(vii) That the foreigner may pay the duty. It is 
recognized that this only applies in certain cases. ^ 

Some Protectionists prefer, instead of, or in addition 
to, import duties, the granting of bounties. It is held 
that these are more direct and certain in their effects. 
Secondly, that they encourage exports (and therefore 

1 The problem of the incidence of customs duties is discussed 
in connection with the general principles of taxation in Chap. XX, 
§ 3. Everything depends on the nature of the demand and 
supply, whether elastic or inelastic, possibility of substitute, etc. 



Digitized by LjOOQ IC 



PROTECTION AND FREE TRADE 243 

imports) and so do not restrict international trade in 
the same way as protective import duties. 

CRITICISM OF ABOVE PROTECTIONIST ARGU- 
MENTS. 

(i) Protection of particular industries might injure 
the rest of the commimity through higher prices for 
those industries' products. Also, it is sometimes diffi- 
cult to decide whether one industry is more essential 
than another. 

(ii) In the same way, it is not always simple to define 
what is an " infant industry." It has been remarked 
that a protected " infant industry " is unwilling ever 
to admit itself " grown up," lest the protection be 
removed. 

(iii) It is not true that a country under Free Trade 
concentrates on very few industries. There is great 
variety for example among the industries of the United 
Kingdom, the most prominent of Free Trade nations. 
Even if the operation of the Law of Comparative Costs 
were entirely unfettered, it is doubtful whether a 
coimtry would specialize in a very small number of 
industries. 

(iv) Protection of an industry presumably means 
higher prices for its products. It is not the amount of 
the wage, but the purchasing value, that counts. Even 
if the workers in a protected industry were to receive 
a higher nominal wage, it does not necessarily follow 
that their real income would increase. In any case, 
the workers in non-protected industries would suffer 
through the higher prices. 

(v) Where a foreign producer dehberately undersells 
in another country in order to crush competition, with 
the intention of raising the price when his rivals have 
been removed, it is admitted that steps should be taken 

17— (1881) 
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to prevent this practice. But the importance of this 
kind of " dumping " should not be exaggerated. Rais- 
ing the price at a later stage will always revive com- 
petition, where it has been eliminated. Further, 
" dumping " is often temporary and spasmodic in 
nature, and where this is the case it is difficult to take 
counter-measiu-es. Again, " dmnping " has been com- 
pared with " spring sales," it being contended that the 
people in the country where the goods are sold cheaply 
are really getting bargains. This is only true, of course, 
where there is no insidious motive behind the low prices. 
The Safeguarding of Industries Act, 1921, was designed, 
whether wisely or not, to prevent the sale of certain 
foreign goods in this country at prices considered unfair 
to the home producer. 

(vi) With regard to supporting home industries, the 
principle may be accepted, but it does not mean bolster- 
ing up an industry which cannot fairly face foreign 
competition. Protection of such an industry is akin 
to charity. 

(vii) It is not true that the foreigner can be made to 
pay the duty (except in a few isolated instances). ^ And 
if he did pay the tax and sold his goods as before, there 
would not be much protection afforded to the industry. 
If he added the cost to the price, the consrmier would 
suffer. It would seem, therefore, that if the home pro- 
ducer is to benefit, it must be at the expense, not of the 
foreigner, but of the home consmner. 

ARGUMENTS FOR FREE TRADE. 

(i) The chief argument used in favour of Free Trade 
is that the resoiu'ces of a country are allowed to flow 
into those channels where they can be employed to the 
greatest economic benefit (i.e. into those industries that 

* See previous footnote. 
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have the greatest relative advantage). This results in 
a larger national product and lower general prices, 
earning higher real wages than would be possible under 
Protection, which implies artificial direction of these 
resources. 

(ii) As far as the United Kingdom is concerned, it 
would be unwise to impose tariffs on such raw materials 
and semi-manufactured goods as are used in home pro- 
duction. Similarly, taxes on foodstuffs to protect home 
producers might, for the reasons already mentioned, 
divert our means and efforts into less productive quarters. 

(iii) It is contended by some Free Traders that Pro- 
tection implies the violation of one's natural rights to 
buy where one pleases. 

(iv) It is not necessary to resort to Protection to 
develop and maintain a national feeling and pride. 

(v) A great objection to Protection is that it tends 
to create vested interests, and that the elimination of 
foreign competition may give such a group of industries 
a virtual monopoly inside the national boundaries. 

THE BALANCE OF TRADE. 

Relics of the Mercantilist period are the terms 
" favourable " and " unfavourable " as applied to the 
balance of trade. This used to be considered favour- 
able if there was a surplus of exports over imports, thus 
causing an inflow of specie. It was considered unfavour- 
able if imports exceeded exports, necessitating an out- 
flow of specie. But it is obvious that over a period 
total imports can never be greater or less than total 
exports, unless gifts are taken into consideration. A 
reason for the apprehension held by some people is that, 
according to the published trade returns, the recorded 
imports are higher than the recorded exports : ^100 
worth of goods exported from Liverpool might be 
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IMPORTS AND EXPORTS OF THE UNITED KINGDOM 
(Monthly Returns) 1913; 1920; 1921 
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valued at £120 on reaching New York, meaning an 
" invisible " export from this country of £20 worth of 
shipping service. If the whole world's trade could be 
tabulated, it would be found that the recorded world 
imports are greater than the recorded world exports, 
the inconsistency being due, of course, to the unrecorded 
services. The unrecorded or " invisible " exports of the 
United Kingdom are of great amount ; the services 
rendered by British shipping, insurance, and financial 
companies being paid for in the form of material or 
" visible " imports. Similarly, a loan to a foreign 
country means an annual return of interest, again in 
the shape of material goods. 

The Board of Trade Journal estimated that in 1920 
the " invisible " exports were roughly as follows — 

Shipping services ..... ;£340 millions 

Banking and insurance services . . . 40 „ 
Income from investment abroad, corresponding 

to an " invisible '* export . . . 120 

;£500 millions 

Against this was excess of *' visible " imports 

over " visible " exports of . . . ;£335 millions 

Leaving an excess of exports of all kinds over 

" visible " imports of . . . . ;£165 millions 

(Which sum apparently corresponds to *' invisible " imports.) 
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CHAPTER XVII 

THE FOREIGN EXCHANGES 

Section 1. The Method of Foreign Exchange. 

THE IMPORTANCE OF CREDIT IN FOREIGN 
TRADE. 

In the early days of foreign trade, exchange was effected 
either by direct barter or by payment in the precious 
metals. The former method was very clumsy, and 
suffered from the drawbacks common to all forms of 
barter. The latter, though an improvement, was still 
highly inconvenient and wasteful. The risk of loss, 
too, was a formidable factor. In the same way as 
credit largely supplanted cash payments in internal 
trade, it gradually became adopted in international 
transactions. To-day nearly the whole of foreign trade 
is effected through the credit system, whereby debits 
and credits are not only brought together and cancelled, 
but those debits and credits near together are made to 
settle debts far apart. 

The following simple examples illustrate this point — 
(i) Suppose B in the United 
Kingdom owes D in the United 
States £100, and that C in the 
United States owes A in the 
United Kingdom an equal sum. 
The debts might be settled by 
direct payment in gold, C to A 
andBtoD. This method would 
be cumbersome, wasteful, and 
risky. 
248 
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(ii) A stage further is reached if an arrangement can 
be made under which B pays A and C pays D. This 
might be done by B going to A, paying him a svim in 
return for the latter's claim on C ; B then sends this 
claim in settlement of his own account to D, who finally 
presents A's claim and receives the money. 

Even if this method involves the payment of gold, 
it is still superior to the other, in that the costs and 
risk of transport are reduced. 
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But if it is more advanced, and the debts are " cleared " 
through the credit system, the advantages and economies 
are obvious. Modem international trade makes full 
use of the system of credits and, as indicated in the 
previous pages, there is rarely need in ordinary times 
for bullion to be transferred. 

THE BILL OF EXCHANGE. 

In internal trade, the most important credit docu- 
ment is the cheque. Internationally it is the Bill of 
Exchange, which, as explained in Chapter XIV, § 1, is 
" an unconditional order in writing given by one per- 
son to another, signed by the person giving it, requiring 
the person to whom it is addressed to pay on demand, 
or at a fixed or determinable futiu-e time, a sum certain 
in money to, or to the order of, a specified person or to 
bearer." 
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The following is a simple form of Foreign Bill- 



;£1,000 London, 

Stamp 15/A September, 1922 

105. 

Three months after sight pay this First of Exchange 
(second and third of even tenor and date unpaid) to P.Q. 
or order the sum of One Thousand Pounds for value 
received. 

T. V. S- Co. 
To R. S. 

New York. 



T. V. & Co. are the creditors in London who draw 
the bill on R. S. in New York, making it payable to 
P. Q. or order. The bill is accepted by R. S. signing 
his name across the face of it, or an accepting house 
doing it on his behalf. 

(Three copies are usually made in the event of one 
or two getting lost. Hence the phrase " second and 
third of even tenor and date unpaid." The stamp duty 
varies with the amount of the bill. " After sight " in 
a foreign bill takes the place of " after date " in an 
inland bill because of the length of time taken up by 
the transfer of the bill.) 

WORK OF A BILL OF EXCHANGE. 

The work effected by a bill of exchange can best be 
illustrated by a further example. Again, suppose A in 
the United Kingdom is the creditor of C in the United 
States, and D in the United States is the creditor of B 
in the United Kingdom, for simplicity, say, for a similar 
amount. A single bill of exchange may clear the 
two debts, as is shown in the diagram on p. 25L 
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" Spot " and " Forward " Dealings. 

In practice, an interval usually elapses between the 
transfer of the goods and the settlement by cash or a 
negotiable bill. Where the exchanges are subject to 
serious fluctuations, one or other of the parties may 
suffer a loss before the transaction is completed. This 
is, indeed, one of the most important reasons for the 
recent breakdown of trade with certain countries. 

To reduce this risk, dealings may be effected in the 
"Forward** market as distinct from the *'Spot*' 
market. 

" Spot " transactions imply exchange of cash in one 
currency for cash in another. But the dealers may 
find it difl&cult to obtain cash immediately, yet delay 
may mean loss. If the machinery of the " Forward " 
market is employed, however, a contract for future 
payment is arranged, calculated on the basis of the 
" Spot " rate prevailing at the original date. A dealer 
is therefore protected against fluctuations in the 
exchange pending the conclusion of the contract. 

Section 2. The Rate of Exchange 

THE BASIS OF EXCHANGE. 

The term " Foreign Exchanges ** is applied to the 
machinery which makes possible the above transactions, 
and translates the units of one currency into those of 
another. 

In the absence of a universal standard currency, 
some common measure of value has to be obtained. 
When the free market in gold existed, this metal served 
the purpose for most countries. At the present time 
the position is vague owing to the restrictions on gold 
movements and practical inconvertibility of many 
government notes in different parts of the world. In 
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order to understand the system, however, it is necessary, 
first, to consider normal conditions. 

The Mint Par of Exchange indicates the equivalence 
between the coinages of different countries as deter- 
mined by a comparison of their weights and fineness. 

Thus the British sovereign = 7*98805 grammes of gold ^^thsfine 

/. = 7«32238 „ „ pure gold 

The French Napoleon = 6-45161 „ „ gold ^ths fine 

(20 francs) /. = 5-80645 „ „ pure gold 

7*32238 X 20 
Therefore a sovereign = — , ^^^- — francs « 25.221 St francs. 

The Mint par of exchange then between London and 
Paris is 25.2215 francs per £. 

Where one of the countries has a paper currency and 
a nominal gold unit, the Mint par of exchange of that 
unit is calculated, and then converted into terms of paper 
money according to the ratio- value of gold to paper. 

The same procedure is adopted where one of the 
countries has a silver currency and a nominal gold unit. 

But where a country has a silver currency only (e.g. 
Hong-Kong) the rate of exchange is chiefly determined 
by the market value of silver in terms of gold. 

VARIATIONS IN THE RATE OF EXCHANGE. 

Debtors for sums in another country require bills of 
exchange payable in that country (or elsewhere if the 
acceptor is of universal standing, e.g. the London 
houses), while creditors for sums abroad have these 
bills for sale. In practice, banks and bill-brokers do 
most of the actual bujdng and selling. The price of the 
bill (i.e. the rate of exchange) depends upon conditions 
of demand and supply, which are governed by the 
volume of imports and exports. 

A country which has been importing more than 
exporting will have accepted payment of a greater value 
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of bills than will be payable to her. ^ The supply of 
bills drawn on her will be relatively great, the demand 
for them relatively small. Hence the price of the bill 
will fall below the Mint par (i.e. the exchange will be 
at a discount). 

On the other hand, a country which has been 
exporting more than importing will be a creditor for a 
greater value of hills than will be presented to her for 
payment. The supply of bills drawn on her will be 
relatively small, the demand for them relatively great. 
Hence the price of the bill will rise above the Mint par 
(i.e. the exchange will be at a premium). 

During and since the war, Londqn has been importing 
from New York more than she has been exporting in 
return. The position is, therefore, that in London 
there are many people wanting bills payable in New 
York, while comparatively few have them for sale. 
Consequently the price of a New York bill rises. 
Further, in New York there are many offering for sale 
bills payable in London, while comparatively few are 
wanting them. Consequently the price of a London 
bill falls. Thus the rate of exchange is favourable to a 
creditor nation and adverse to a debtor nation. 

Where the imports have been balancing exports, and 
the supply of, and demand for, bills are equal, the price 
of a bill will tend to equal the Mint par, i.e. the exchange 
will be at par. (It may not actually equal the Mint 
par, owing to the cost of sending gold. The price of a 
bill will be so much above or below this level according 
to this cost. See " Gold Points " below.) 

^ Over a period, of course, imports and exports must balance. 
When in a snort period a country imports more than she exports 
(reckoning " visible " and " invisible ** or both), she is said to 
export " promises to pay " up to the difference, and provided 
that her credit is good, these documents are negotiable and 
convertible into cash. 
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Other Causes of Variations in Rates of Exchange. 

(a) Fluctuations in the discount rate.^ 

(b) Credit of persons concerned. 

(c) Condition of coinage and paper currency. 

(d) Fluctuations in market ratio of gold and silver, 
affecting countries with gold and silver standards 
respectively. 

(e) Foreign loans. ^ 

(/) Investment and speculation. 
Arbitrage Operations. These transactions have for 
their object the making of profit out of the differences 
between the exchange rates in two or more countries. 
They are of service in that they tend to average the 
rates throughout the world's exchanges and so make 
for general stability. On the other hand, dehberate 
manipulation of the exchanges may do incalculable harm. 

LIMITS TO FLUCTUATIONS. GOLD POINTS. 

A debtor only buys a bill of exchange for the purpose 
of settling a debt so long as it is cheaper than (or at 
least as cheap as) sending bullion. A creditor only 
accepts a bill of exchange in settlement of a debt so 
long as it is not more advantageous to have bullion 
remitted instead. 

Specie or Gold Point is the term applied to that point 
above or below the par of exchange at which it is cheaper 
to import or export gold than a bill of exchange. 

In normal times, when there is an almost universal 
free market for gold, there are definite limits to the rise 
or fall of the exchange rates above or below par. If the 
price of a bill to a debtor rises so much that it is cheaper 
for him to send gold, the maximum limit to the price 
of the bill is reached. If the value of a bill to a creditor 
falls so much that it pays him to import gold, the 

1 These are considered on p. 259. 



Digitized by LjOOQ IC 



256 THE SUBSTANCE OF ECONOMICS 

minimum limit is reached. The former is termed the 
export gold point, the latter the import gold point. 

From the point of view of the foreigner, our export point 
%s his import point, our import point his export point. 

Before the war, the cost of transmitting a sovereign 
to France (freight, insurance, etc.) was about 0*1 franc. 
The Mint par being 25.2215, francs per £, the sovereign 
would buy in Paris 25.2215 less 0.1 francs, i.e. 22.1215 
francs. So long as a bill could be obtained at a rate 
which would yield more than that figure in Paris, gold 
would not be sent. But if it yielded less, gold export 
would be more advantageous. Thus from our point of 
view 25.1215 francs would he the export point for gold. 
Also, to import 25.2215 francs from Paris to London 
would cost 25.2215 plus 0.1 francs, i.e. 25.3215 francs. 
So long as a bill yielded more than that figure in London, 
gold would not be imported. But if it yielded less, then 
gold import would be more advantageous. Thus 
25.3215 francs would he the import point for gold. 

With respect to the New York rate of exchange before 
the war, the Mint par was 4.8665 dollars per £, the 
expenses being about 0.03 dollar. Therefore, from our 
point of view, the export point was 4.8365, the import 
pomt 4.8965. 

Since the outbreak of war, however, the market for 
gold has been seriously restricted, thus interfering with 
the automatic application of the export or import point. 
Further, the costs of transmitting have so increased 
that, when the export of gold is generally permissible, 
these points will have to be re-adjusted; this will, 
vmtil the costs fall again, widen the limits of fluctuations. 
Automatic Correction of an Adverse Exchange. 

In the long run, an adverse exchange rate tends 
automatically to correct itself. A country which has 
been importing in excess of her exports has the exchange 
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turned against her. Owing to bullion payments in settle- 
ment of the balance, the stock of gold, together with 
the credit based upon it, diminishes in the debtor 
country and increases in those countries to which the 
gold is remitted. In accordance with the Quantity 
Theory, prices tend to fall in the first country and to 
rise in the others. This may lead to an increase in the 
exports and a decrease in the imports of the country in 
question, until the exchange rate ultimately rights itself. 
The above is the tendency in theory over a long 
period. In practice, it may be concealed or even off- 
set by external and counteracting circumstances (e.g. 
reparations, indenmities, etc.). 

EXCHANGE QUOTATIONS. 

Until the end of 1920, dealers in foreign bills used 
to meet twice weekly at the Royal Exchange, and at 
the close of business issue a price list for bills termed 
the *' London Course of Exchange." But improve- 
ments in communication, and particularly the use of 
the telephone, led to the abandonment of the " On 
'Change " market in December, 1920. The reports 
now published in the daily papers are obtained from 
the leading Foreign Exchange operators. 

The following is taken from The Times ; it quotes 
the exchange rates prevailing on 28th and 29th July, 
1922— 

Foreign Exchanges 

In the foreign exchange market interest mainly centred in the 
mark. The Berlin rate opened around 2,600 marks, and the 
nervousness which seems to have been created in Berlin by the 
latest French Note found reflection in a tendency to offer marks 
from all quarters. The rate rapidly rose, reaching 2,780m., or 
235 marks above the previous high ** record." Support was 
forthcoming at this level and a rally ensued, the quotation 
falling back to 2,665m., but rising again in the final dealings to 
its closing level of 2,700 marks. Both French and Belgian 
currencies were lower in value. Italian exchange displayed a 
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slightly firmer tone and closed at 96flr. Renewed weakness 
was apparent in Austrian currency, the rate touching 165,000kr. 
and finishing at 161,500kr. The dollar exchange ruled steady. 
The following rates were current on Saturday — 



Place. 


Method of 
Quoting. 


Par of 
Exchange. 


29th July. 


28th July. 


New York . . 


• to f 
< to £ 


4.SSf 


4.441-4.45 J 


4.44i-4.4S| 


Montreal < . . 


4.S6 


4.47-4.4H 


4.48-4.491 
53.S5-S3.9S 


Paris . , , . 


Fr. to / 
Fr. to I 


25.221 


54.05^54.25 


Brussels . 


25.22* 
25.224 


S7JS^57.3CS 


56.55-57,00 


Italy .... 


Ure to £ 


961- 97y}, 


9&1-OTJ 




Fr. to £ 


25.22i 
25.221 


a3.:i7-23.43 


Athens 


Dr. to I 

M. to i 


140-143 


140^147 


Helsiiigfors 


25.22i 
2S.22i 


'ii^ne 


211-210 


Madrid . , . 


Pt5. to C 


2&M4-2Sm 


2a.6a-2S.67 


Usbon . . . 


Escu. 


53td. 


3I-3J3 


3t?-3l!J 


Amsterdam 


Fl. to £ 

M. to £ 


12.107 


IT.4J^11.S0 


11.461^11.50 


Beriin . . . 


20.43 


'2,GW- 2jm 


2.360-2,545 


Vienoa 


Kr. to / 


24.02 


15S,0(KM 65,000 


145,000 15S.000 


Budapest . 


Kr. to t 


24.02 


e.etjo -7,100 


6.^00-6,700 


Prague 


Kr. to? 


24.02 


193-196 


192-197 


Warsaw . . . 


M. to£ 


20.43 


25.500-27,500 


25,000-27,500 


Bukarest . 


Lei to £ 


25.22i 


685-700 


680-710 


Constaatinople . 


Pst. to £ 


110 


710-730 


710-730 


Belgrade . . . 


Din. to £ 


25.22* 
25.22} 


350-360 


350-360 


Sofia . . . 


Lev. to £ 


690-740 


675-725 


Christiania . . 


Kr. to £ 


18.159 


25.90-25.95 


26.00-26.40 


Stockholm 


Kr. to £ 


18.159 


17.00-17.04 


17.01-17.10 


Copenhagen 


Kr. to £ 


18.159 


20.68-20.72 


20.65-20.75 


Alexandria . . 


Pst. to £ 


ri 


97^ 


97^ 


Bombay 


Per nip. 


1/3M-1/3H 


Calcutta . 


Per rup. 


24d. 


1/3 1-1/34 


l^stl/sif 


Madras . . . 


Per nip. 
Per dol. 


24d. 


1/3||-1/3^J 


Hong-Kong 


— 


2/7-2/7^ 


2/7-2/7i 


Yokohama 


Per yen 


24.58d. 


2/lf-2/U8 


2/li-2/M? 


Shanghai . 
Singapore . 


Per tael 
Per dol. 


— 


2/31-2/4 


2/^2/? 


Manila . . . 


Per dol. 


24.0e6d. 




2/2* 


Rio de Jan. . . 


Per mil. 


27d. 


71 


7!^ 


B. Aires, T.T. 


Per dol. 


47.58d. 


441-45 
32.60 


441^41 


Valparaiso, 90 days . 


$ to ^ 


$13* 
51d. 


33.30 


Montevid., T.T. 


Per dol. 


44-44i 


44-44i 


Lima . . . ; 


Eng.to Peru 










£ 


Par. 


8% prem. 


8% prem. 


Mexico . . . 


Per dol. 


24.58d. 


25-28 


25-28 



Notes on the Table. 

(a) Countries having a gold standard.^are quoted in terms of 
their units to the £. 

Silver standard countries are quoted in terms of English 
money to the foreign unit. 

(6) The two quotations for each country mean the selling 
and buying prices. When the exchanges are expressed in 
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foreign currency, the higher is the rate at which a dealer will 
buy, the lower at which he will sell. The higher rate means, 
of course, a bigger number of foreign units to the £, and therefore 
a lower price per unit. 

The meaning of the well-known Exchange maxims should 
now be evident — 

"High rates are for us, low rates are against us." 
Therefore, " Buy high, sell low." 

THE BANK RATE AND THE EXCHANGES. 

A movement of the exchanges against this country 
means that the export gold point is being approached 
if not yet passed. To prevent undue depletion of the 
gold reserve, the Bank Rate may be raised. For 
reasons examined in Chapter XV, § 1, the outflow of 
gold is checked and the inflow is encouraged. If the 
discount rate is higher in London than (say) New York, 
Americans will wish to transfer money to London, 
where it commands a higher price. This is done by 
purchasing British bills, which are equivalent to so 
much money in London. Also, the London branches 
or agents of American houses may draw bills on New 
York and sell them in London. The result of an 
increased demand for London bills and increased sup- 
ply of American bills is a rise in the price of the London 
bill and a fall in that of the New York bill (i.e. an 
improvement in the British exchange). 

Raising the Bank Rate in recent years has not had 
the usual effect, partly because the export of gold was 
forbidden by most countries, partly because there is a 
great demand for money elsewhere for reconstruction 
and other purposes. 

EFFECTS OF FOREIGN LOANS ON THE EXCHANGES. 

When one country raises a loan in another, it may 
take the proceeds directly in money, or it may use the 
funds to purchase goods in the lending country. A loan 

18— (1881) 
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taken in goods has not so marked an effect upon the 
exchanges as one taken in money. 

The immediate effect of a loan is to reduce the demand 
for bills on the lending country, and so make her 
exchange rates less favourable, while improving the 
rates of the borrowing country. (This was done during 
the war when the Allies contracted large loans in New 
York, partly to remedy the exchange.) 

The ultimate effect is just the opposite. The interest 
paid to the lending country means a demand for her 
bills, tending to improve her exchange. Again, to con- 
sider more fundamental reasons, there will be less 
money available in the lending country and more in the 
borrowing country (unless the loan has been taken 
altogether in goods). Therefore prices will tend to fall 
in the lending country and rise in the borrowing country. 
This means an increase in the exports and a reduction 
in the imports of the former country, and vice versa 
for the latter. A country with relatively high exports 
to imports usually has a favourable exchange. One 
with relatively low exports to imports tends to have an 
adverse exchange. 

CURRENCY, PRICES, AND THE EXCHANGES. 

It was observed in Chapter XIII that debasement of 
the coinage or over-issue of notes caused a rise in the 
general level of prices. Higher prices bring about a fall 
in exports and an increase in imports, which eventually 
turn the exchanges against the country in question. 

Since a par of exchange between different countries 
implies equivalence between their standard currencies, 
debasement or abuse of one of them must necessarily 
be followed by a fall in the rate of exchange, unless the 
other currencies have been debased to the same extent. 

It is instructive to note the expansion of money 
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supplies in different countries, the corresponding rises 
in the respective price levels, and the similar effect upon 
the rates of exchange. 

The following table is based on official statistics,^ and 
shows, for some of the principal countries, the approx- 
imate equivalence between the proportion of the whole- 
sale price level of May, 1920, to that of 1913 on the one 
hand, and the jMroportion of the rate of exchange in 1920 
to that of 1913 on the other. For purposes of com- 
parison, the proportion which the United States price 
level for May, 1920, bore to that of 1913 is reckoned as 
100. Similarly, in the second column, the figures indi- 
cate the proportion of foreign money that American 
money bought in 1920 compared with that in 1913 — 



Country. 


Price Level. 


Exchange. 


United States . . . 
United Kingdom . . 
France. ... 

Italy 

Germany. .... 

Sweden 

Norway 

Netherlands .... 

Canada 

Japan 


100 

112-5 

203 

242 

572 

133 

147 

95 

97 
100 


100 
124 
247 
325 
903 
125 
146 
110 
112 
97 



Though the figures may be subject to certain criticism 

{e.g. the arbitrariness of index numbers), they would 

seem to indicate a general correspondence between the 

price level and the exchange. 

^ Brussels Conference Memorandum and Supreme Council 
Bulletin, quoted in Money, by D. H. Robertson. Space does not 
allow onfe to consider here the relation between " Purchasing 
Power Parity *' and the exchanges. For clear treatment of 
this subject, reference should be made to the writings of Prof. 
Cassel and Prof. Pigou in the Economic Journal ; also to an 
article by Mr. J. M. Keynes in Reconstruction in Europe, Sec. 1, 
** Manchester Guardian Commercial.** 
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CHAPTER XVIII 

SOME WAR AND POST-WAR MEASURES 

THE WAR AND THE MONEY MARKET. 

Prior to the outbreak of war early in August, 1914, 
business was good and a trade boom was expected. 
The total bank deposits amounted to £1,150 millions. 
The supply of money was plentiful and the discoimt 
rate low. When it appeared that war was likely, a 
serious drain on the Reserve commenced. 

There was a three days' run on the Bank. It was the 
eve of the hoUdays and, in any case, there would have 
been a certain drain of gold, but this demand was con- 
siderably accentuated by pressure from other quarters. 
An unusual number of bank notes were presented for 
payment, while the joint-stock banks also required gold 
to pay their customers. The action of these banks in 
refusing at one time to pay out gold has been strongly 
criticized on the ground that it unduly frightened the 
public and might have led to serious panic. In addi- 
tion, there was a big demand for gold from abroad. 
Though the normal gold reserve had averaged about 
35 to 45 millions, it had been unusually depleted in 
July, 1914 by heavy Continental demands, which had 
reduced it to 27 niillions. The rate of discount was 
increased, but this alone would probably not have been 
sufficient to prevent further depletion. 

Position of the Money Market in August, 1914. Before 
examining the emergency measures that were taken to 
cope with the situation, it is necessary to consider the 
nature of the main problems that had to be faced. 

(i) The London banks and accepting houses had accepted 
262 
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bills on behalf of enemy clients, and, reckoning on due 
payment of these bills, had undertaken further obliga- 
tions. This means that while their incoming resources 
had been cut off, claims for outgoing amoimts were 
daily faUing due. Some measure was necessary to 
meet this difficulty, for failure of these banks and 
financial houses would have precipitated a panic. 

(ii) In addition, there were large amounts owing by 
enemy firms to British creditors, who were in danger of 
insolvency unless some help was given. 

(iii) Holders of securities began to sell on the Stock 
Exchange, fearing that their stocks would depreciate 
in value. This only emphasized the depreciation, 
which not only adversely affected the ordinary stock- 
holder, but also embarrassed the banks which had 
accepted securities against loans. 

EMERGENCY MEASURES ON THE OUTBREAK 
OF WAR. 

(i) Rise in the Bank Rate. On the 30th July, the 
Bank Rate was raised from 3 to 4 per cent, on the 31st 
to 8 per cent, and on the 1st August was further increased 
to 10 per cent. Apparently this extra precaution was 
deemed unnecessary later in the week, for the rate was 
reduced on the 6th August to 6 per cent. 

(ii) Extension of the Bank Holiday. Fortunately, the 
outbreak of war coincided with the Bank HoUday, 
which was extended for three days more, in order to 
provide time for making arrangements. 

(iii) Suspension of the Bank Charter Act. Though 
the Act of 1844 had been suspended, thus giving the 
Bank the power to increase its fiduciary note issue, no 
advantage of the concession was taken owing to the 

(iv) Issue of Treasury Notes. Currency notes of £1 
and 10s. were issued as legal tender, thus preventing 
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further depletion of the gold reserve. These notes were 
loaned to the banks up to one-fifth of their deposits, 
at an interest of 5 per cent per annum ; thus it was 
not at first a free currency. The banks found it un- 
necessary, however, to draw up to the maximum 
amount, showing that the demand for cash was not as 
extensive as had been contemplated. 

(v) Closing of the Stock Exchange. The Stock 
Exchange was closed on 31st July, partly because 
many stock exchanges abroad had been closed and 
foreigners were attempting to sell their stocks in London 
(meaning in effect a drain on the gold reserve), and 
partly to prevent heavy sales of sectuities which would 
only have brought their price still lower. 

(vi) Moratorium. Debtors for amounts over £5 were 
allowed to defer payment at first for a month, later 
extended to three months. 

(vii) Guarantee of Bills of Exchange. On 13th August 
the Bank of England was authorized by the Govern- 
ment under guarantee to discount approved pre- 
moratorium bills (enemy or not) " without recourse to 
the last holder." The acceptors of such bills were 
granted the opportunity of postponing payment on 
paying an interest of 2 per cent over the Bank 
Rate. 

(viii) Stock Exchange Loans. Dealers were granted 
loans by the banks to enable them to tide over the 
difficult period. 

(ix) Advances to Exporters. ReHef was given by the 
Foreign Debts Committee to traders, who had money 
owing from abroad, up to 50 per cent of the sum 
outstanding. 

All these measures helped to " liquefy " the credit 
resources that had beeh '* frozen '' on the outbreak 
of war. 
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THE EXCHANGES DURING AND SINCE THE WAR. 
(i) The Neutral and American Exchanges Moved 
Against the United Kingdom, owing to — 

(a) Diminution in our exports of goods, and also 
in the *' invisible " exports. 

(b) Increase in our imports of food and war 
materials, (a) and (b) resulting in an adverse balance 
of trade. 

(c) British loans to Allies and Dominions, having 
for a time an adverse effect on the rate of exchange. 
(See pp. 259-260.) 

(d) Restriction of the gold market, and the veto 
on gold exports. 

(e) Virtual inconvertibility of Treasury notes. 
(/) Diminution in the reserves. 

(g) General effects of the war on the credit of a 

country engaged. 
(The Allied Exchanges moved in our favour, for the 
relation of Britain to the Allies was similar to that of 
America to us.) 

(ii) Attempts to Correct the American Exchange. 

(a) Export of Gold. Though large amounts were 
sent, the value was quite inadequate. 

(b) Establishments of long credits, against which 
goods were exported to Europe. 

(c) Loans were floated in the United States, the 
effect being for a time to improve the Allied exchanges. 

{d) Purchase of American Securities. The Treasury 
acting first through the Bank of England and, later, 
through the Dollar Securities Committee, asked the 
holders of American sectnrities to sell them to, or 
deposit them with, the State, which had the power to 
sell these securities as occasion required. People who 
deposited the securities received interest for the period 
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of the loan, and, in the event of these being sold by the 
Government, were re-imbursed by the offer of stock 
of similar value. 

The following figures are significant — 

American Securities purchased by Bank of 

England in 1915 = ;£46.600,396 

American Securities purchased by Committee = 170,044,000 

Total purchased . . . = ;f 2 16,644,396 

American Securities on deposit, 31st Mar., 1919 = 405,951,189 
American Securities on deposit sold to Treasury = 24,360,000 
American Securities specially deposited by 

Canadian Pacific Railway . . . . = 8,000,000 

Grand Total . . . . « ;£654,955,585 

STABILIZING THE EXCHANGES. 

Various proposals for stabihzing the exchanges have 
been made, but Mr. J. M. Keynes's plan^ appears to 
be the most practicable and economical. The following 
are very brief extracts — 

{a) Existing currencies should be made convertible into gold, 
promptly but at a cautious valuation. . . . 

(b) The State banks of Europe would be well advised to 
make a difiEerence of 5 per cent between their buying and selling 
prices of gold. . . . 

(c) The State banks of Europe must make up their minds 
that their gold reserves are intended for use in case of need, 
and are not merely ornamental — ^in fact, that the governors of 
these institutions are bankers and not Maharajahs ; and they 
must even give guarantees that this is their policy. For before 
the war a ridiculous convention was growing up that a note- 
issuing bank cannot afford to part with more than a trifle of 
its reserves. . . . 

(d) The -central bank of each of the participating countries 
should give an unconditional guarantee for five years that they 
will redeem their notes in gold. . . . 

{e) To assist those participating countries of which the existing 
go^ reserves are relatively weak ... for a period of five years 

* Reconstruction in Europe, Section 1 (20th April, 1922), 
published by " Manchester Guardian Commercial,** 
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the Federal Reserve Board of the United States might agree to 
make temporary loans of gold ... at a rate of 10 per cent per 
annum (such interest to he paid into a guarantee fund) to any 
of the participating central banks which require it, up to 15 per 
cent of the standard note circulation of each, subject to a 
maximum of $150,000,000 for any one country, and an aggr^ate 
of $500,000,000 at any one time ; all the participating central 
banks to guarantee the Federal Reserve Board against ultimate 
loss. ..." 



REPORT OF COMMITTEE ON CURRENCY AND 
FOREIGN EXCHANGES AFTER THE WAR 
(Cd. 9182). 

In 1918, the Treasury and the Ministry of Recon- 
struction appointed a representative Committee to 
consider the position of the currency and foreign 
exchanges, and report upon the steps required to bring 
about the restoration of normal conditions. The fol- 
lowing is a summary of the principal recommendations — 
(i) The gold standard should be restored without 
delay. The pre-requisites of this restoration are — 
(a) The cessation of Government borrowings as 
soon as possible. 

{b) That the recognized machinery, namely, the 
raising and making effective by the Bank of England 
discount rate, which before the war operated to check a 
foreign drain of gold and the speculative expansion of 
credit in this country, must be kept in working order. 
(c) That the issue of fiduciary notes should once 
more be limited by law. 

(ii) Respecting the control of the note issue, the 
following observations were made — 

(a) While the obligation to pay both Bank of 
England notes and currency notes in gold on demand 
should be maintained, it is not necessary or desirable 
that there should be any early resumption of the 
internal circulation of gold. 
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(b) While the import of gold should be free from 
all re&trictions, it is convenient that the Bank of 
England should have cognizance of all gold exports. 

(c) All the gold reserves of the country shoiid be 
centraUzed in the Bank of England. 

(iii) The principle of the Bank Charter Act, 1844, 
should be maintained, viz., a fixed fiduciary issue, 
beyond which notes should only be issued in exchange 
for gold. 

(iv) The maximum fiduciary issue of currency notes 
in one year should be the legal maximum issuable in 
the following year. [This has been effected; see 
Chapter XIII, § 2.] Provision should eventually be 
made for the transfer of these notes to the Bank of 
England. 

(v) When the fiduciary portion of the issue has been 
reduced to an amount which experience shows to be 
consistent with the maintenance of a central gold 
reserve of £150 millions, the outstanding Currency Notes 
should be retired and be replaced by Bank of England 
notes of low denomination. [Following this recom- 
mendation, there has been a big increase in the gold 
reserve. At the half-year ending 2Sth June, 1922, it 
was over 127 millions.] 

GOVERNMENT EXPORT CREDIT SCHEME. 

The Overseas Trade (Credits and Insurance) Act, 
1920, aimed at re-establishing trade between the United 
Kingdom and the smaller Continental nations. ^ 

According to the Act, the Board of Trade, with the 
consent of the Treasury, could — 

(a) Grant to persons or companies in the United 

^ Finland, Latvia, Esthonia, Lithuania, Poland, Czecho- 
slovakia, Serb-Croat -Slovene State, Rumania, Georgia, and 
Armenia. Later extended to Bulgaria, Austria, Italy, and 
Portugal. 
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Kingdom credits to facilitate the export to these 
countries of goods partly or wholly made in the 
United Kingdom. (Raw materials and surplus 
Government stock excluded.) 

(b) Undertake the necessary insurance. 
The foreign buyer was to deposit securities to the 
appropriate value ; perhaps this stipulation was partly 
responsible for the scheme's lack of marked success. 
Wider in its scope is the *' ter Meulen " plan, which, if 
put into operation, is more Ukely to be effective. 

THE *'TER MEULEN" SCHEME FOR INTER- 
NATIONAL CREDITS. 

[Approved of by the Council of the League of Nations.] 

The following is a summary of the " ter Meulen " 
scheme taken from the official publication — 

The " ter Meulen " scheme is an attempt to over- 
come one of the main obstacles to revival of normal 
business, namely, the difficulties of traders in certain 
countries in obtaining short and long term credits to 
finance necessary imports. 

The essence of the scheme is that trade shall be 
encouraged by providing a special form of security to 
reinforce the credit of importers. That this special 
form of security shall take the form of Government 
bonds to be loaned by each Government to its own 
nationals. That the intrinsic value of the bonds should 
be fixed in such a manner as to inspire confidence in the 
lenders, by the fact that bonds can only be issued for 
an amount justified by the gold value of the underlying 
security, which value must be checked by an inter- 
national commission of experts selected by, and receiv- 
ing authority from, the League of Nations. Further, 
that these bonds should be made attractive to lenders 
by the fact that bonds issued to secure any particular 
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credit should be made out in whatever currency the 
lender may require (usually, of course, this would be 
the currency of the lender's own country). 
It proceeds on the following assumptions — 

(a) That credits for both short and long periods 
with the minimum risk to the lender are universally 
desired. 

(b) That every State, however difftcult its present 
financial position, possesses certain revenue-producing 
assets to which a gold value can be assigned, and on 
the security of which a bond issue can be made. 

(c) That if the gold value were assessed, and the 
service of the bonds watched, by an independent 
expert committee, acting as trustees for the bond- 
holders, the bonds would be recognized as valuable 
securities, and traders in any country would be pre- 
pared to grant credits to a trader in the bond-issuing 
country, if he could put up these bonds as collateral 
security. 

(d) That without such collateral securities, the 
necessary credits will not be given. ^ 

* The full scheme is published in pamphlet form by Messrs. 
Harrison & Sons at 6d. 
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PUBLIC FINANCE AND POLICY 



CHAPTER XIX 

PUBLIC REVENUE AND EXPENDITURE 

FUNCTIONS OF THE STATE. 

The question of the State's position in relation to the 
individual involves political considerations that are 
beyond the scope of this book. In the subsequent 
pages, attention can only be given (and then very 
briefly) to the State's financial activities that directly 
affect the economic organization. 

Though important distinctions can be drawn in 
political theorjT between the State and the Government, 
for practical purposes State income and expenditure 
may be taken as referring to the share of the national 
product that is devoted to pubUc purposes. In modem 
times, in practically all important nations, the State 
has come to be regarded as a most potent factor in 
economic affairs. 

The chief governmental functions are (a) Protective, 
(b) Social, (c) Developmental, and (d) Economic, though 
these necessarily overlap to a certain extent. In con- 
sidering these functions, attention must also be paid to 
local authorities whose economic activities are gradually 
extending. 

PUBLIC BODIES IN RELATION TO INDUSTRY AND 
COMMERCE. 

The relation of the Government and local authorities 
to industry and commerce is subject to much difference 

271 
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of opinion. Public interference in economic enterprise 
may be classified as follows — 

(i) Public Facilities. These would include such State 
and municipal functions as the provision of a good 
currency, fairs, markets and exhibitions, etc. 

(ii) Public Encouragement. In some ways similar to 
(i), this goes further and covers encouragement to 
specific industries by means of protective duties, 
bounties, and other means. 

(iii) Public Regulation and Control. A stage further 
is reached when the State or local body sets out to 
regulate and control an industrial or conmiercial under- 
taking. Such intervention may range from a simple 
regulatory action, without any actual participation, to 
a direct control of practice and policy. The ownership 
of the undertaking is still in private hands, but the 
direction rests more or less with the pubUc body. As 
instances of such a position may be quoted gas com- 
panies and other public utility services which are given 
monopoly rights on condition that the local authority 
has certain powers in matters of charges, policy, etc. 

(iv) Public Ownership. The final stage is reached 
when the public authority, not content with mere powers 
of regulation and control, assumes the ownership of the 
enterprise. 

Apart from such " non-economic " public under- 
takings as the manufactiure of armaments, etc.. Govern- 
ment or local intervention may come about — 

{a) When for reasons of economy and efficiency a 

social monopoly is indispensable (e.g. gas and water 

supplies, postal service, etc.). 

{b) Where private enterprise fails in supplying an 

essential service or conunodity (e.g. afforestation, 

bridges, etc.). 
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(c) Where private enterprise supplies a commodity 
or service of inferior quality. 

(d) Where the supply is in the hands of a monop- 
olist concern which is taking unfair advantage of its 
position. 

THE STATE IN RELATION TO SOCIAL CONDITIONS. 

A feature of most States in recent years has been the 
increased interest and participation in social matters. 
It is unnecessary to detail a complete list of public 
activities in this respect ; chief among them in this 
country are : factory Acts, public health Acts, legisla- 
tion for minimum wages, provision of machinery for 
industrial peace, health and unemployment insurance 
schemes, old-age pensions, pubUc aid and relief, etc. 

Another way of regarding public intervention is from 
the points of view of consumption, production, 
distribution, and organization. 

(a) Consumption. The consumer is benefited by such 
measures as the food and drug Acts, public control or 
ownership of social monopoly services, etc. 

(b) Production. Such legislation as the factory Acts 
might be considered as being in the interests of the 
conunimity as producers. 

(c) Distribution. The State has intervened in the 
distribution of the social product by imposing minimum 
rates of wages in certain industries. (Chapter VIII, 

§1-) 

(d) Organization. Instances of State intervention in 
industrial organization are the provision of employment 
exchanges and the machinery for conciliation and 
arbitration. 
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MAGNITUDE OF STATE EXPENDITURE. 

Britain's population trebled between 1685 and 1841, 
but her public expenditure increased forty times. The 
sum was 47 millions in 1833 ; by 1893 it had more than 
doubled ; it doubled again in the twenty years ending 
1913. 

The figures for the ten years ended 31st March, 1922, 
and the estimates for 1922-23 are as follows — 



Financial Year. 


Revenue. 


Expenditure. 


1912-13 


188.802,000 


188,622,000 


1913-14 


198,243,000 


197.493,000 


1914-15 


226,694,000 


1,132,654,000 


1915-16 


336,767,000 


1,559,706,000 


1916-17 


573,428.000 


2,198,113,000 


1917-18 


707,235,000 


2,696,221.000 


19ia-19 


889.021,000 


2,579,301,000 


1919-20 


1,339,571,000 


1,665,773,000 


1920-21 


1,425,985,000 


1,195.428,000 


1921-22 


1,124,880,000 


1.160.521.000 


1922-23 


910.775,000 


910,069,000 


(EstimcUed) 







Classification of Public Expenditure. 

State expenditure generally comes under the following 
headings — 

(i) The Cost of Defence (i.e. external security). Such 
is the cost of the Army, Navy and Air Force. In spite 
of recent curtailment of this class of expenditure, the 
proportion to the total is very high. 

(ii) The Cost of Justice (i.e. internal security). This 
covers the expenses of the judiciary sjrstem, police and 
prisons. 

(iii) The Cost of Relief and Maintenance, This item 
includes not only the ordinary poor relief, but the 
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sums Spent on old-age pensions, national health and 
unemployment schemes, etc. 

(iv) The Cost of Education. Expenditure on educa- 
tion is becoming recognized as being not only socially 
necessary, but economically imperative. Money spent 
on education is a productive investment. The expendi- 
ture on museimis and art galleries, investigation and 
research, etc., would come within the same class. 

(v) The Cost of Government and Administration. 
This inevitably increases as the scope of State activity 
widens. It includes the cost of the Legislature, Civil 
Service, etc. 

(vi) The Cost of Public Services and Works. Among 
such expenditure is that on roads, bridges, harbours ; 
the postal services (which are expected to be self- 
sustaining) ; the maintenance of the currency ; and the 
system of weights and measures. 

(vii) The Cost to the State in Grants to Local Authori- 
ties. To a certain extent, these grants are employed 
for purposes that are covered by the above. 

(viii) The Cost of the National Debt. Following the 
war, this item is bigger than any other. Out of a total 
expenditure, about £1,161,000,000 in 1921-22, the 
British Exchequer paid out £345,000,000 in respect of 
National Debt Services.^ 

CLASSIFICATION OF PUBLIC REVENUE. 

The revenue of the State may be considered according 
to whether it is in the nature of a loan, or a non-repay- 
able contribution such as a tax. In normal times, 
when expenditure can be met out of the ordinary 
revenue, recourse to loaning is not so formidable as 
during and immediately following a war. 

1 See pp. 308-309. 
1»— (1881) 
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Apart from loans the public revenue may be classified 
thus — 

(i) Revenue from State ownership : 

(a) Of land and buildings (British Crown lands 
yielded less than a million in the financial year 
1921-22) ; 

(b) Of industries and services, 
(ii) Revenue from taxation. 

(iii) Revenue from miscellaneous sources, casual and 
irregular in nature, such as fines, gifts, etc. 

The various sources of income can be distinguished in 
the estimates shown opposite. 

LOCAL EXPENDITURE AND REVENUE. 

For 1921-22, the estimated expenditure of local 
authorities in Great Britain was £192,008,000, between 
one-fifth and one-sixth of the expenditure of the central 
Government. The total was spent on the following 
services — 





England and 
Wales. 


Scotland. 


On Relief of the Poor . . 

„ Education 

„ PoUce 

„ Other services . 


£ 
35,700,000 
35,600,000 
10,200.000 
91,500,000 

;£173,000,000 


3,629,000 
4,697,000 
1.141,000 
9,541,000 




£19,008,000 



The figures relating to the total amoimt raised in rates 
in 1921-22 are not yet available, but the proportion to 
the amount spent is probably very similar to that of 
1917-18. In that financial year, the total local expendi- 
ture for Great Britain was £190,000,000. Of this 
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NATIONAL BALANCE SHEET ESTIMATES, 1922-23 



ESTIMATED REVENUE. 



i 



Customs 112,250,000 

Excise 160,750,000 

Total Customs and, Excise 273,000,000 

Motor Vehicle Duties . . 10,600,000 

Estate, etc, Duties. . . 48,000,000 

Stamps 18,250,000 

Land Tax, House Duty, 

and Mineral Rights Duty 3,000,000 
Income Tax (including 

Super Tax) .... 329,000.000 

Excess Profits Duty, etc. . 27,800,000 

Corporation Profits Tax . 19,750,000 

Total IfOand Revenue . 445,800,000 



Total Rxcbipts prom 
Taxes . . 



Postal Service . . 
Telegraph Service . 
Telephone Service . 

ToUU Pott Office 
Crown Lands . . 



iC729,400,000 

35,667,000 
5,230 000 
13,728,000 

54,625,000 
750,000 



Interest on Sundry Loans 

(Including Suez Canal 

dividends) 14,000,000 

Miscellaneous — 

Ordinary Receipts^ . . 22,000,000 

Special Receipts* . . 90,000,000 

Total Receipts prom 
Nom-Tax Revenue £181,375,000 



TMal Baforae 



jC910,775,000 



Borrowings to meet Ex- 
penditure chargeable 
against Capital . . . £10,050,000 



ESTIMATED EXPENDITURE. 
Consolidated Fund Services.* 



National Debt Services. . 335,000,000 

Payments for Northern Ire- 
land Residuary Share,etc. 2,500,000 

Road Fund 10,000,000 

Pa3nnQents to Local Taxation 

Accounts, etc . . . 9,788,000 

Land Settlement . . . 3,500,000 

Other Consolidated Fund 

Services 2,650,000 



Total Consolidated 
Fund Services £363,438,000 



Army. 

Navy 
FO] 



Supply Services.* 

.... 62,300,000 
.... 64,884,000 

Air l?orce 10,895,000 

CivU Services .... 317,455,000 
Customs and Excise, and 
Inland Revenue Depart- 
ments 12,275,000 

Post Office Services . . 53,822,000 
Provision for Supplemen- 
tary Estimates . . 25,000,000 

Total Supply Services £546,631 ,000 
Total Expenditure . 910,069,000 



Surplus 706,000 

Tolal £910,775,000 



Expenditure chargeable 
against Capital . . . £10,050,000 



Notes on Balance Sheet. 

* Ordinary Receipts include excess of receipts over expenditure 
in the working of the Mint, etc. 

* Special Receipts from the realization and liquidation of war 
assets and liabilities. 

* Consolidated Fund Services fixed permanently by Special 
Acts of Parliament. 

* Supply Services debated and voted annually when the House 
of Commons goes into Committee of Supply. 
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amount about three-eighths was raised by local taxa- 
tion, a large amount of the remainder being contributed 
from the National Exchequer. 



Local Taxation, 1917-18 



AtUhority, 








RcUes Received. 

r 


Corporation of London . . . 536,182 


Metropolitan Boroughs. 






3.733.014 


London County Council 






7,129,657 


Boards of Guardians . 






14,603.258 


Overseers . 








537,513 


Metropolitan Police 








1.975.283 


County Councils . 








11.715,035 


Town Councils . 








24,212.337 


Urban Districts . 








7,016,028 


Rural Districts . 








3.191.193 


Burial Boards 








161,338 


Parish Councils . 








64.485 


Lighting Inspectors , 




» • 4 


288.475 


Commissioners of Sewers , 


» • 


. 212,900 










;£75,376,698 
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CHAPTER XX 

TAXATION 

Section 1. The Canons of Taxation 

THE NATURE OF TAXATION. 

A TAX has been defined as a compulsory contribution to 
the Government not in payment for any specific service 
rendered. 

In the earhest days of taxation, there was a certain 
connection between the contribution made and the 
benefit derived. A man might commute his manorial 
or other dues for a definite payment to his overiord, 
while a lord might conmiute his obligations to supply 
military aid to the king by paying an equivalent sum 
of money. But these were not taxes in the modem 
sense. If the benefit or quid pro qiw theory were 
generally applied to-day, it would mean that those who 
derived most service from the State would have to pay 
most in taxation, obviously impossible, not to mention 
the injustice. This theory is no longer maintained as 
applying to national finance, but a trace of it still 
Ungers in local taxation, where, on account of the 
smaller number of people, it is more possible to connect 
payment made and value received. 

Apart from the conception of a tax as payment for 
direct benefit, the following views on taxation may be 
observed — 

(i) The "Financial " View. The tax is sometimes 
xegarded simply as a means of enabhng the State to 
carry on ; the exponents of this view are not concerned 
with the equity or inequity of the distribution of the 
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social product, but, from a purely " balance-sheet " 
standpoint, aim at devising means to obtain the neces- 
sary revenue as expediently as possible. Allied with 
the financial is the " C5aiic2d " view adopted by those 
who attempt to secure the needed revenue in such a 
way as to encounter the minimum vexation and active 
opposition. The supporters of this method maintain 
that any tax is good which yields a large income with 
comparatively Uttle protest. The policy of ** plucking 
the goose with as little squealing as possible " may not 
be advocated in as many words, but is doubtless 
responsible for much financial policy and legislation. 
It is in effect the principle of following the Une of least 
resistance, which is always a temptation for the finance 
minister. 

(ii) The Social View. The tax is considered by some 
as a social as well as a mere financial instrument, and is 
viewed as a means of reducing the inequality of the 
distribution. While the " financial " advocates would 
levy in such a way as to leave the people in the same 
relative position to each other as before the tax was 
imposed, many social reformers would employ the tax 
to reduce the gap between high and low incomes. 

(iii) The Sumptuary View. Here the tax is regarded 
as a means of regulating consumption, to restrict 
expenditure on luxuries or noxious articles. While 
there may be a sumptuary element in a few taxes, the 
finance minister does not despise the revenue derived, 
which may be of such dimensions as to cast doubt on 
the sumptuary measure achieved. 

ADAM SMITH'S CANONS OF TAXATION. 

The four well-known canons laid down by Adam 
Smith are still of first importance — 

(i) " The subjects of every State ought to contribute 
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towards the support of the Government, as nearly as 
possible in proportion to their respective abilities ; 
that is in proportion to the revenue which they 
respectively enjoy under the protection of the State. . . . 

(ii) " The tax which each individual is bound to pay 
ought to be certain, and not arbitrary. The time of 
payment, the manner of payment, the quantity to be 
paid, ought all to be clear and plain. ... 

(iii) " Every tax ought to be levied at the time, or 
in the manner, in which it is most likely to be con- 
venient for the contributor to pay it. . . . 

(iv) " Every tax ought to be so contrived as both to 
take out and to keep out of the pockets of the people 
as little as possible over and above what it brings into 
the public treasury of the State." {Wealth of Nations, 
Book V, Chapter II, Part II.) 

These maxims, which are usually sununarized imder 
the headings of Equality (i.e. of sacrifice). Certainty, 
Convenience, and Economy, may be examined in more 
detail. 

EQUITY AND PROGRESSIVE TAXATION. 

Justice in taxation is a phrase which bears of more 
than one interpretation. It may mean, on the one 
hand, levying upon the people in proportion to their 
individual abiUty to pay ; on the other hand, it may 
be taken to imply a scheme of taxation intended to 
modify the distribution of income. But, however the 
subject is viewed, one method of securing equity is 
that of a progressive levy. It follows from the law of 
diminishing utiUty that a proportionate impost causes 
more sacrifice to a poor than to a rich man. {See 
Chapter V, §2.) This defect is remedied by a pro- 
gressive rate (i.e. one which increases in percentage as 
the income increases). Progressive rates are more 
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possible in direct than in indirect taxation, this being one 
of the drawbacks of the latter method of raising revenue. 

Taxation is termed degressive when the higher incomes, 
though they may be taxed at higher rates, bear less 
than an equal sacrifice. Taxation is said to be 
regressive when the percentage of the tax actually falls 
as the income increases. While regression is, as a 
general rule, to be deprecated, it is inevitable sometimes 
if the maximimi revenue must be obtained. The enter- 
tainments tax, for example, places a larger percentage 
charge upon the lower prices of admission than upon the 
higher. Yet a progressive or even proportionate tax 
might raise the price of admission to such an extent 
that many people may go into the cheaper parts, or 
reduce the number of visits, or even abstain altogether. 
It is better that regressive taxation, if it is to be prac- 
tised at all, should be levied upon luxuries than upon 
the necessaries of life. Even so, this is no justification 
for taxing the expensive luxuries of the rich at a lower 
rate than the more modest joys of the poor. 

Tests of Ability to Pay. The problem of determining 
a person's abiUty to pay becomes more involved the 
more one attempts to find a solution. The following 
tests of abiUty have been submitted^ — 

(i) The Quantitative Test. This relates to the actual 
amount of money received. 

(ii) The Time Test, It is not sufficient to base an 
estimate on a short period income, which may not be 
representative of a longer period. 

(iii) The Economic or Pure Income Test. It must be 
known whether the income is subject to any wastage 
or necessary deduction. 

(iv) The Income Discrimination Test. It is necessary 
to know whether there is any reserve behind the income, 

* Stamp, Fundamental Principles o] Taxation, pp. 14-15. 
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or whether its continuance depends entirely upon the 
continuance of the person's own efforts. 

(v) The Domestic Circumstances Test, This has 
reference to any family claims on one's income. 

To which may be added — 

(vi) The Economic Surplus Test, It may be asked 
whether the person receives anything in excess of the 
sum required to induce him to give his service or lend 
his capital.^ 

ECONOMY, CERTAINTY, AND CONVENIENCE IN 
TAXATION. 

While the first canon laid down by Adam Smith, viz., 
equahty of sacrifice, may be regarded as an ethical pre- 
cept, the others — certainty, convenience, and economy 
— are rather administrative rules. (To a great extent, 
the maxim of economy covers the three ; and one 
writer 2 at least has gone so far as to include in it all 
the canons of taxation, equity included, for, it is con- 
tended, what is equitable must necessarily be in the 
true economic interests of the community.) 

The canon of certainty, as extended, requires, on the 
one hand, that the taxpayer shall know exactly what 
he has to pay, enabling him to make the necessary 
adjustments in his income ; on the other hand, that the 
State shall know as far as possible the amount of 
revenue likely to be derived. Vacillation tends to in- 
stabiUty, and is to be deprecated. Hence the expression, 
" An old tax is a good tax, and a new tax is a bad tax." 
The speculative element may be unavoidable in business, 
but it is out of place in a scheme of taxation. 

Though the rule of convenience in taxation is of 
special reference to the taxpayer, it may also be taken 

1 See pp. 292-293. 

* Jones, The Nature and First Principle oj Taxation. 
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as applying to the Government, which has regular 
periods of large out-pajonents. 

With regard to the canon of economy, in the ordinary 
sense of the word, it is evident that as little as possible 
consistent with ef&ciency should be spent on adminis- 
tration and collection. Some taxes entail less expense 
than others. The British revenue, as a whole, costs 
about 4 per cent to collect, the income tax 1-1 i, the 
customs duties 5-7, and the stamp duties | per cent. 
For the same purpose, a tax should be so arranged that 
no third party between the taxpayer and the State 
should benefit from the impost. It will be shown below 
in connection with some forms of indirect taxation, 
that where the tax pajonent is very small, the price 
may be raised by more than the amount of the tax. 
Similarly, a tax on raw materials is inferior to one on 
finished goods, for the reason that costs may be increased 
at every stage, necessitating a bigger outlay of capital 
and therefore interest charge, which does not benefit the 
State. This also works against the principle of economy. 

It may be added that the use of bonding houses is not 
only a great convenience, but by saving an outlay on 
interest, makes for economy and ultimately adds to the 
State revenue. 

FURTHER CANONS OF TAXATION. 

In addition to the four maxims laid down by Adam 
Smith, the following rules might also be applied to a 
system of taxation — 

(i) That the tax should have a high net productivity, 
but not so high as materially to damage the wealth- 
producing sources whence derived. It is not sufficient 
to look only to the present. 

(ii) That it is better to have few productive taxes than 
many relatively less productive. To a certain extent, 
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this is allied to the maxim of economy, since the col- 
lection of a few very productive taxes entails less cost 
than where the taxation is widely distributed. 

(iii) That the tax should permit of automatic increase 
as the wealth and population increase. Taxation on 
sources which are permanently limited in amount would 
not be so satisfactory in this respect as on those which 
permit of expansion. 

(iv) That the tax should be elastic, i.e. it should allow, 
if need be, of an increase in the rate and the yield with- 
out a corresponding increase in expencUture and 
machinery. This will depend largely on the nature 
of the commodity and the demand. An increase in the 
tax may lead to a fall in the yield. 

SUMMARY OF THE CANONS OF TAXATION. 

The various canons of taxation detailed above may 
now be summarized in convenient form — 
(i) From the Exchequer's Point of View. 

(a) Productivity, The yield should be adequate 
for the purposes required. 

(b) Elasticity. In case of need, the Exchequer 
should be able to increase the revenue without 
necessarily devising new taxes. 

(c) Certainty. The revenue should be determinate 
as far as possible. 

{d) Convenience. This applies to the Exchequer 
as well as to the individual. 

(e) Economy. Economy of administration and 
collection is a first requisite ; a tax may be morally 
justifiable (e.g. a tax on luxuries), but the expenses 
be so high as to nullify a great part of the revenue, 
quite apart from the waste of services which 
otherwise might be put to more productive use. 
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(ii) From the Economic Point of View. Under this 
heading come the general rules that the tax should do 
as little harm as possible to the prodtictive powers and 
activities of a community. It is short-sighted policy to 
aim at a maximum revenue without regard to the 
effects on the capacity for production. 

(iii) From the Ethical Point of View. The outstanding 
canon in this respect is Ability. While it is not possible 
to determine precisely everybody's individual capacity 
to pay, the rule should be adhered to wherever prac- 
ticable. Individual taxes may be proportionate or 
even regressive, but the scheme of taxation as a whole 
should be on a progressive basis. 

Section 2. The Incidence of Taxes 
IMPACT AND INCIDENCE. 

The impact of a tax must be distinguished from its 
incidence. The former is upon the person from whom 
the tax is collected, the latter rests on the person who 
pays it eventually. Broadly speaking, taxation is said 
to be indirect when the impact and incidence are on 
different persons, direct when the impact and incidence 
are on the same person (though it would not be safe to 
assume that a direct income tax can never be shifted). 
The incidence of a few forms of taxation may be shortly 
noted. 

(i) Taxes on Land. In so far as the tax falls on the 
pure economic rent, it must be borne by the landowner. 
It was shown in the chapters on Distribution that 
economic rent is a surplus, the amount of which is 
determined for the superior, by the marginal, land. It is 
the last-named, not the superior, land which governs 
the price. Land on the margin was seen to pay no 
economic rent, and a tax on the superior lands that did 
so would have no effect in this respect on the marginal 
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land and therefore none on the price. (Taxes upon 
ordinary rents which include an element of interest, and 
other charges, may, of course, be passed on.) 

But a tax on land may reduce the capital value. 
It is taken into account in contracting for purchase on 
lease, an allowance being deducted from the original 
value to cover the amount of the tax. If imposed for 
a sufficiently long period, the tax may seem to dis- 
appear as a present burden, since the charge has already 
been provided for. This has been called the principle 
of amortization. The statement that " an old tax is no 
tax " is of wider application than to land alone. 

(ii) Taxes on Income. In the same way as a charge 
on pure rent, a tax on that part of income which is due 
to monopoly advantages must be borne by the person 
first paying it. But a tax on that portion which enters 
into real costs may be passed on. ^ 

(iii) Taxes on Commodities and Services. The inci- 
dence depends partly upon the nature of the demand 
(including the possibility of substitutes), partly upon 
that of the returns to the producer. 

If the demand is relatively inelastic, the consumer 
may be compelled to pay the whole of the tax. If the 
demand is elastic, the tax may be borne partly by the 
producer. 

Again, if the article is produced under increasing 
returns (i.e. diminishing costs), and the addition of the 
tax to the price causes a smaller demand, a smaller 
output would bring about a higher cost of production 
per unit. This may lead to a still further rise in the 
price, which may now include not only the amount (or 
part) of the tax, but also the extra costs. Thus the 
consumer may pay more than the amoimt of the tax. 

If the article is produced under constant returns (and 

1 See also pp. 293-294. 
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assuming there is no change in the demand) the 
consumer may pay just the amount of the tax. 

If the artide is produced imder diminishing returns, 
and an addition to the price reduces the demand, a 
smaller output would cause a lower cost of production 
per imit. This will tend to prevent the price from 
rising by, and therefore the consumer from paying, the 
full amount of the tax. 

In all these instances, free competition has for sim- 
plicity been assumed. Economic friction may for a 
time hinder the above tendencies, but sooner or later 
the incidence will fall in the way dercribed. Where 
there is monopoly, the position is similar to that of 
economic rents. 

The incidence of Customs duties will be considered 
later (pp. 297-298.) 

DIRECT TAXATION. 

The advantages and drawbacks of direct taxation 
may be briefly considered — 

(i) Advantages, (a) Low cost of collection. The 
income tax, which is the chief form of direct taxation, 
only costs about 20-30s. per £100 to collect. 

(b) The incidence of a direct tax is easier to trace 
than that of an indirect tax. 

(c) An increase in wealth automatically yields an 
increase in tax revenue. 

(d) Within reasonable limits, direct taxation is elastic 
in its yield. 

{e) As the tax is paid directly to the State (i.e. not 
through a retailer or wholesaler), the sum received is 
no less than the amount contributed. . {See p. 291.) 

(/) Similarly, the taxpayer knows exactly how much 
he pays. 

(g) Direct taxation can be made progressive, and so 
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be in accordance with the principle of equity. This 
would be very diflScult in indirect taxation, except in 
so far as it is practicable to tax luxuries and articles of 
secondary importance 

(ii) Disadvantages. These are drawbacks in the actual 
method rather than principle, and there is reason to 
beheve that they will in time be overcome. 

(a) The dif&culty of calculating a basis of assessment 
s6 as to bring about a fair distribution of the burden. 

{b) Many people prefer to pay in very small instal- 
ments, finding these more convenient than large cash 
payments. Linked with this is the argument that some 
people prefer to be taxed " in the dark." It is sug- 
gested that some persons who " unknowingly " pay a 
tax on, say, cigarettes or perfumes would resent having 
to pay a definite lump sum to the State, though it might 
be really less than the actual amount paid in small 
instalments. This savours of the " cynical " principle 
mentioned above. 

Ignorance of tax pajonent is to be condemned. A 
man who is fully cognizant of his obligations is more 
Hkely to take an active interest in the way his money 
is spent. 

(c) The inconvenience entailed in filling up forms has 
been adduced as a drawback, compared with the 
simpUcity of indirect taxation. 

(d) There is more possibiHty of evasion in direct 
taxation than where the tax is placed upon an article 
of sale. It has been alleged that the income tax is a 
" tax of honesty." 

INDIRECT TAXATION. 

To a large extent, the advantages of indirect taxation 
correspond to the drawbacks of direct taxation, while 
the disadvantages correspond to the benefits. 
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(i) Advantages. 

{a) The taxpayer does not feel the burden so directly. 

(b) It involves a convenient and easy method of 
coUection. 

(c) A tax on luxuries, etc., falls on the " surplus " 
element of the incomes of the relatively wealthy. 

{d) Indirect taxation enables those with small incomes 
to be reached (though this would hardly justify taxes* 
on the necessaries of life). 

(e) Evasion is more dif&cult than in direct taxation. 

(/) To a certain extent, indirect taxation is elastic 
(i.e. capable of yielding a higher or lower revenue accord- 
ing to the rate). The nature of both the article and the 
demand is very important. A tax on a necessary can 
be moderately increased or decreased, and the expected 
revenue fairly accurately estimated. Such a tax would 
accord with the maxim of certainty. On the other 
hand, a tax on something with a variable demand would 
not bear appreciable expansion. Thus an indirect tax 
might be elastic (i.e. in the resultant revenue) when the 
demand for the article is inelastic ; and vice versa. 

The principle is really the same as that governing 
prices in general. A high tax might mean such a 
falling-off in demand that the revenue is less than when 
the tax is smaller. This actually happened recently, 
when increased taxation on cigars yielded a smaller 
revenue ; the subsequent reduction in the rate of taxa- 
tion was followed by such an increase in the demand 
that the revenue was increased. 

{g) In so far as it is desired to check the consumption 
of a noxious article, a tax may have the desired effect 
where comparatively poor people are concerned, but it 
would not reduce the consumption on the part of the 
well-to-do. But it is often difficult to say whether such 
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a tax is regarded primarily for salutary or for revenue 
purposes. 

(ii) Disadvantages. 

(a) Indirect taxation is inequitable in that it is pro- 
portionate rather than progressive. Where the tax is 
on a necessary, this inequity is accentuated in that the 
poor spend a greater proportion of their income on the 
elementary needs of life than those more fortunately 
placed. 

(b) The revenue is imcertain unless the demand for 
the article is very inelastic. 

(c) The incidence is often difficult to deterinine. 
{d) It is comparatively expensive — 

1. To the State, in that the costs of collection are 
often heavy (though it is contended sometimes that 
the shopkeeper serves as a tax-collector without 
pay). 

2. To the consumer, in that the tax may cause a 
rise in the price higher than that actually warranted, 
e.g. a fraction of a penny added to the tax on tobacco 
may add a full penny to the price. (Against this it 
may be contended that the shopkeeper has to bear a 
bigger outlay and so suffers a certain loss of interest, 
which is compensated by the added charge to the 
article.) 

{e) It is inconvenient to trade, especially where it is 
levied on an article not used for " final " consumption, 
but for service in further production. Because of the 
interest to be paid on the larger initial outlay of capital, 
and for other reasons, the price of the finished product 
may be raised by an amount higher than that justified 
by the tax itself. In such cases, the State receives less 
than is contributed by the' taxpayer. 

20^(1881) 
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THE CONCEPTION OF SURPLUS AS APPLIED TO 
TAXATION. 

A popular conception in recent years has been the 
theoretical division of incomes into " costs " and 
'* surpluses " in a manner indicated by the doctrine of 
rent (see Chapter X, §2), leading to the principle of 
taxing the surplus. Mr. J. A. Hobson is a strong 
advocate of.ttds application of the rental doctrine. 
He states^ — 

" (1) That all taxes must be treated as deduction from real 
income. 

"(2) That income is divisible into — 

(a) Economically necessary payments for the use of factors 

of production, i.e. costs. 

(o) Unnecessary or excessive payments, i.e. surplus. 

*• (3) That all taxation should be directly laid upon surplus, 
because, if any taxation is put upon *' costs " the process of 
shifting it on to surplus first involves waste and damage to 
production, and is frequently made a source of extortion from 
customers ; secondly, it deceives the public by concealing the 
final incidence." 

Costs are taken to indicate the minimum income 
necessary to evoke an increasing supply of the agents 
of production, not merely the maintenance of existing 
amounts. The term covers a standard eflSciency wage 
for labour, a normal profit for organization and enter- 
prise, and a minimum interest necessary to induce 
saving. The surplus is the difference between income 
and actual costs. While it would be possible to impose 
a tax on costs for a short period, the ultimate result 
might be a reduction in productivity and supply. In 
the long run, it is claimed, a tax on costs will tend to 
rebound on to the surplus. A tax imposed directly on 
the surplus, however, cannot be shifted (for reasons 
previously explained) and, owing to the nature of the 

* Taxation in the New State. 
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surplus (i.e. income not the result of specific effort), may 
jdeld a large revenue with the minimum of sacrifice. 

In practice, however, it is dif&cult, though not 
impossible, to estimate within reasonable measure the 
amount of surplus. There is the possibility, too, of 
surpluses becoming capitalized, e.g. the purchase of a 
piece of land, the price based partly on an estimate of 
possible increments in value. Economic friction also 
may prevent an automatic rebound of a tax from costs 
to surplus. • 

Section 3. Some Particular Taxes 

THE INCOME TAX AND INHERITANCE DUTIES. 

The income tax in its modem form was first levied 
during the Napoleonic Wars and, being regarded 
specifically as a war tax, was repealed after Waterloo. 
It was re-imposed in 1842, at first for a period of three 
years only, but it was so productive that it became 
permanent in our system of taxation. At first there 
was a flat rate (it fell to 2d. in the £ in 1874), but latterly 
the progressive as opposed to proportionate principle 
has been followed, while the exemption limits have been 
arranged for the different classes more in accordance 
with the rule of equity. [Included in the income tax, 
for present purposes, is the personal property tax.] 

The income tax has the advantage of elasticity, which, 
however, is subject to definite limits. Secondly, it is 
very productive and is economical to administrate. 
Thirdly the impact and incidence are more identified 
than in most taxes. Finally and most important, it 
satisfies more satisfactorily than indirect taxation the 
principle of equity, in that the tax can be graduated, 
and suitable exemption limits arranged. Though income 
alone is not an infalHble guide to ability to pay — see the 
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suggested tests of ability mentioned above — ^it is the 
best single test available. 

Inheritance Duties involve least sacrifice on the part 
of the taxpayer. Taxation on " windfalls " has for long 
been advocated as an important source of revenue 
consistent with the minimum hardship. One form of 
inheritance tax, the estate duty, is levied on a progres- 
sive scale according to the wealth left by the deceased ; 
while the other forms (the legacy and succession duties, 
the former on personal property, the latter on land or 
real property) are regulated by the amount bequeathed 
to, or inherited by, individual legatees or inheritors. 

In arranging inheritance taxes, means are devised 
(though not always successfully) to prevent evasion by 
gifts during lifetime. There is also the possibility that 
too high a rate of taxation may discourage saving, 
though perhaps the importance of this argument has 
been exaggerated. Some saving is effected because it 
cannot be helped ; also for the reason that many people 
abstain from immediate consumption whatever the rate 
of taxation, the provident impulse to save being more 
powerful than any discouraging influence of heavy 
imposts at death. ^ 

LAND AND HOUSE DUTIES. 

The land tax and inhabited house duty are not very 
lucrative sources of income. The land tax is a survival 
of a general exaction intended to be levied at first on 
other forms of wealth, but experience proved the general 
tax to be impracticable. The inhabited house duty is 
the descendant of the earlier " hearth *' tax and the 
subsequent " window " tax, levied on people in pro- 
portion to the number of hearths or windows in liieir 
houses. This was a crude attempt to arrive at one's 

1 See p. 120. 
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aBility to pay, and is still to be found in a few countries. 
But in so far as the window tax led to reduction in the 
number and bricking-up of windows, it really became 
a tax on health. 

Land Value Duties. These duties were introduced in 
the Budget of 1909, and, although they have, in the 
Inain, been repealed, the principle governing their 
imposition is still of first importance and likely again 
to be acted upon. The duties were of four kinds — 

(a) General Increment Value Duty, The " imeamed 
increment " of land (i.e. the increase in value due not 
to the owner's efforts, but to social forces) was to be 
subject to a duty payable when the owner reaUzed the 
increment by sale. 

(b) Reversion Duty. A duty was to be payable by 
the lessor on the termination of the lease according to 
the increment accruing to him. Agricultural land was 
to be exempt, and also leases for periods of less than 
twenty-one years. 

(c) Undeveloped Land Duty. A duty was to be 
imposed on the site value of undeveloped land, the 
value of which exceeded £50 per acre, and which had 
not been developed by the erection of buildings for the 
purpose of any business other than agriculture. 

(d) Mineral Rights Duty. A tax of Is. in the £ was 
levied on the rental value of all rights to work minerals, 
and of all mineral way-leaves. 

The necessary valuation and administration being 
found dif&cult and expensive, the duties have been 
abolished since the war, with the exception of the 
mineral rights duty. 

CUSTOMS DUTIES. 

As distinct from and less productive than Excise 
duties, which comprise the form of indirect taxation 
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levied on articles produced within a country, Custoiis 
duties are imposed on imports, and (though to a much 
smaller extent — now non-existent as far as this country 
is concerned) on exports^. Customs duties may be 
either specific, i.e. imposed according to weight or 
number of the commodities, without direct regard to 
their value ; or ad valorem, i.e. levied in proportion tt) 
value. 

A difi&culty of ad valorem taxes is the possibility of 
fraudulent valuations, while specific duties are open to 
the charge that they penaHze the less valuable goods of 
a particular class. The British Customs duties are 
mainly specific, the articles taxed being very few com- 
pared with a century ago. The rule has been to con- 
centrate on a small number of commodities widely 
consumed. 

Supporters of Customs duties belong to one or two 
classes, or to both : those who seek a lucrative revenue 
and those who desire to afford protection to home 
industries. (For the economics of Protectionism, see 
Chapter XVI, §2.) While the revenue derived from 
Customs duties may be appreciable, such a form of 
taxation is subject to certain drawbacks both in com- 
mon with, and in addition to, those of indirect taxation 
generally — 

(i) Non-Progressive Nature, In so far as Customs 
duties are imposed for revenue purposes rather than 
for protection, they must be levied upon articles in 
great demand. Many of these commodities are of 
general consumption, and, for reasons previously ex- 
plained, take up a smaller proportion of expenditure 

^ During the South African War a temporary export duty was 
imposed on British coal. At the present time export duties are 
to be found in Germany, where, owing to the depreciated 
exchanges, foreign merchants can purchase goods at abnormally 
low prices. 



Digitized by LjOOQ IC 



SOME PARTICULAR TAXES 297 

as income rises. This would be truer of the taxes on 
tea and sugar than on wines and spirits. In com- 
mon with other indirect taxes, the biurden may be 
proportionate rather than progressive. 

(ii) Inelasticity. Customs duties are more inelastic 
than the average indirect tax. Changes of tariff rates 
tend to unstabilize international arrangements ; com- 
phcations may arise here that do not enter into the 
question of internal Excise duties. 

(iii) Uncertainty. A pecuUar defect of Customs duties 
is that they may yield least when the Government needs 
are greatest, as in time of war, when, through the curtail- 
ment of foreign trade, the Customs revenue decUnes. 

To all of which should be added — 

(iv) Effect on Industry. As was shown in the exam- 
ination of Protectionism, taxation of imports may inter- 
fere with the natural disposition of a country's resources 
and so reduce the total net product. 

The Incidence of Customs Duties. 

The incidence of Customs duties is subject to the same 
principles that govern incidence in general. " Making 
the foreigner pay " is no easier than making a home 
producer pay, if it is at all possible to shift the tax on 
to the consumer. The dif&ciilty is increased by the 
possibility of the foreigner finding another market for 
his goods. 

If country A should be the only market for S's only 
product, and exports in return commodities for which 
B has a very inelastic demand, it may be possible for 
A to impose a tax on B's goods which the merchants 
in B have to bear. Or if country A had a monopoly 
of something lurgently required by country C, but 
whose demand for C*s product in return was very 
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elastic, an export duty on the goods so urgently required 
by B might be passed on to that country. 

These examples, however, are of h5^thetical rather 
than practical interest. Britain and her demand for 
Greek currants has been quoted as an approach to the 
first position ; Britain and her monopoly of steam coal 
goes half-way in the second instance. Neither argu- 
ment is suf&cient to controvert the general statement 
that it is impossible to make the foreign merchant give 
a permanent contribution to home revenue. Spasmodic 
" snap taxes ** may do it for a short time, but in the 
long run either the burden will work itself through to 
the home consumer or the foreigner will divert his pro- 
ducts to other markets. But such taxes are to be con- 
demned in any case, as they tend to uncertainty and 
instability ; and any tiansitory benefit, if any, is more 
than nullified by the ultimate loss. 

To strengthen the contention that the foreigner 
cannot be compelled through taxation to make a per- 
manent contribution to home revenues, is the fact that 
any such payment would, in effect, be in the form of 
goods for which the receiving country is wont to pay in 
exports. Imports " for nothing " may mean unemploy- 
ment in those industries accustomed to produce for 
exports. (The same applies, to a large extent, to 
indemnities.) 

Section 4. Local Taxation 

LOCAL AND NATIONAL TAXATION COMPARED. 

It has not been deemed necessary to devote much 
space to the theory of local taxation, as the general 
principles are the same for local rates as for national 
taxes. What has been said about the one, can be 
applied with equal truth and force to the other. The 
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incidence of local rates, too, is subject to the same 
conditions. 

Certain differences of method and administration 
rather than of principle can be noted between local and 
national revenue. 

(i) It is more possible, when taxation affects com- 
paratively few people, to trace a direct connection 
between payment made and value received. Hence a 
certain benefit or quid pro quo element to be found some- 
times in local finance, though establishment of the fact 
is not a justification of the principle. As was stated in 
connection with national taxation, absolute insistence 
on a quid pro quo would be unjust and, in practice, 
impossible. Sometimes a distinction is drawn between 
" onerous " and " beneficial " expenditure of local 
authorities, the former being of national, the latter of 
immediately local, advantage. It is contended that 
the costs of the " beneficial " services should be 
locally defrayed. But national and local lienefits so 
interpenetrate as to be often indistinguishable. 

(ii) Different from national taxation, local financial 
systems are not uniform all over the country. This, 
in the absence of qualifjdng factors such as suitable 
grants-in-aid from the central Exchequer, leads to the 
anomaly that relatively poor districts may have to pay 
a higher poor rate than wealthier districts which are 
better able to afford it. 

(iii) Local taxation is based solely on house and 
business rents, which are not an altogether satisfactory 
index of ability to pay. Various schemes have been 
put forward for a local income tax. The difficulties 
adduced against such schemes are, firstly, that people 
who make their incomes in a particular locality may 
live outside the area covered by its powers ; secondly, 
that many large businesses are not concentrated in any 
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one area (e.g. banks, railways, multiple stores, etc.), and 
that taxation on such enterprises is more effective 
and economical when conducted entirely on a national 
basis. 

(iv) Local rates are more certain in their yield than 
national taxes ; the estimated expenditure of relatively 
small areas is less liable to variation, while the riates 
can be adjusted so as to secure the exact amoimt 
required. 

GRANTS-IN-AID. 

Grants-in-aid are the contributions from the Con- 
soUdated Fund towards local expenditure. Local 
developments and improvements are matters of national 
importance, and too hard a distinction should not be 
drawn therefore between local and national finance. 
While local authorities are justified in demanding 
financial assistance from the central government, the 
latter also is justified in watching over and checking the 
outlay of such bodies. 

Several reasons for grants-in-aid may be observed — 

(i) Grants-in-aid should be paid when a local 
authority engages upon developmental work of national 
importance. 

(ii) They are necessary where the local body is 
incapable financially of carrying out its proper functions. 

(iii) They may provide a stimulus to local authorities 
to undertake necessary functions. 

(iv) They help to reduce the inequaUty of burden as 
between one district and another^ — ^provided that they 
are applied properly, and not in proportion to the 
locality's rateable value, which would mean that the 
wealthiest districts with the least need would get most 

^ For further treatment of (iv)-(vii), see Webb, Grants in 
Aid, Chap. II. 
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and the poorest districts needing most assistance would 
get least. 

(v) They are necessary to give weight to the sug- 
gestions, criticisms, and instructions of the central 
authority. 

(vi) They are the means of bringing to bear upon 
local bodies the wisdom and experience of the central 
Government as compared with the less accustomed and 
equipped administration of small towns. 

(vii) They are the means of enforcing on local author- 
ities the " national minimum " of efficiency so necessary 
in the national interests. 

Though the scope and activities of local bodies are 
widening, the present system of rating is necessarily 
limited in its yield, while a local income tax is not likely 
to be put into operation. Still further dependence on 
State assistance, therefore, appears inevitable. Some- 
what haphazard in their evolution, grants-in-aid have 
come to be recognized not merely as financial helps, but 
also — and this is of equal importance — as a means of 
regulating, co-ordinating, and stimulating local enter- 
prise, and bringing about a national efiiciency consistent 
with the necessary amount of local autonomy. 
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CHAPTER XXI 

PUBLIC DEBTS 

Section 1. Public Loans 

SOURCES OF PUBLIC FUNDS. 

It is a rule of public finance that normal expenditure 
should be met as far as possible out of normal revenue. 
In ordinary times, the tax is the principal instrument ; 
but the heavy requirements of modem wars compel 
resort to other means, even if taxation is raised to 
the maximum. Extraordinary expenditure is usually 
met by borrowings, though supplementary use may be 
made of currency manipulation and the sade of national 
property. 

As shown in Chapter XIII, interference with the 
currency may have dire results, for debasement of the 
coinage or, as is more usual in modem times, over-issue 
of paper currency, leads to depreciation in the purchasing 
value of money. The higher prices that have to be paid 
for goods and services are tantamount to a forced levy on 
the people. If all incomes were equal, such depreciation 
would hit everybody aUke and be little different in its 
effects from a general tax, except that the latter would 
probably be more economical, both from the point of 
view of the Exchequer and that of the community at 
large. But as incomes vary considerably, the burden of 
inflation and higher prices falls more heavily on the poor 
than the rich, for the effect is similar to that of a pro- 
portionate compared with a progressive tax. From 
the point of view of equity and ability to pay, the 
results of currency manipulation are very unequal. 

302 
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Added to this is the detriment caused to the foreign 
exchanges and to trade generally. 

From the sale of property, modem States cannot 
expect to raise an appreciable amount. The tendency 
seems to be for Governments to acquire further pro- 
perty rather than dispose of it, and large sales of public 
lands, etc., might be considered retrograde. After a 
war, of course, there is a certain amount of surplus stock 
to be disposed of, which may add a useful amount to 
the State's income ; though to include such a sum in the 
ordinary revenue may give too sanguine an appearance 
to the national balance sheet and be altogether 
misleading. 

This chapter will be concerned with the principles and 
methods of public loans, and the steps that are, or might 
be, taken to reduce the national indebtedness. 

TAXATION AND LOANS. 

The general statement that a loan is voluntarily raised 
from capital, whereas taxation is a compulsory deduc- 
tion from income, is truer of normal times than the 
unusual period through which we are now passing, 
when capital has to be encroached upon only too fre- 
quently to meet the high taxation. It is not very 
practicable in any case to consider capital altogether 
apart from income, as they are largely interdependent 
and influences on the one cause a reaction on the other. 

An obvious distinction between a tax and a loan is 
that the former is non-repayable and does not exact a 
continual toll in the form of interest. Over 95 per cent 
of the British National Debt is (nominally) repayable 
within periods from one to seventy years and, besides 
the problem of redeeming the capital debt, the interest 
that has to be paid makes loans less economical in this 
respect, than taxation. It is not suggested, of course, 
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that a war costing 10,000 millions could possibly have 
been financed out of taxation alone. Loaning was 
inevitable to some extent ; it is the nature of this 
extent that calls for examination. 

As was stated in the previous chapter, the amount 
that it is possible to raise by taxation is not necessarily 
a true index of benefit derived, for regard should be 
paid not merely to the jdeld at the time, but also to the 
effects on the wealth-producing sources on which taxes 
have been levied. The taxable capacity of a nation is 
not indicated by the total revenue that could be obtained 
at any time, but rather by the amount which may be 
exacted from the income of a community without 
materially impairing its productive powers. This does 
not preclude the possibility of a levy on capital as dis- 
tinct from income ; such a levy will be considered later. 

One advantage that taxation possesses over loans 
calls for mention. During the war long-dated loans 
were often contracted at a fixed rate of interest, which 
would be determined by the high rate prevailing at 
the time. As the general price-level fell, the pur- 
chasing value of the fixed money interest rose, causing 
an increase in the real rate of interest. Suppose a 
man lent £100 to the State during the war, and received 
a guaranteed interest of £6 per annum for a number 
of years. Out of the first dividend of £6 he could 
buy (say) a winter overcoat. But when prices have 
fallen he may be able to buy for the same outlay both 
an overcoat and a pair of boots. He is thus able to 
demand a greater volume of goods than what he was 
prepared to accept when the loan was made. In prac- 
tice, this may be dif&cult to avoid entirely, but it demon- 
strates the advantage of a tax, which should be appUed 
as far as possible within the limits previously mentioned. 
On the other hand, there were some comparatively 
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short-period loans made at the beginning of the war at 
a lower rate than later ; the interest on these fell in 
real value for a time. But the former tendency 
predominated. 

In this connection, however, it is interesting to note 
the 5-15 year Treasury Bonds issued in 1920, the 
interest on which, subject to a minimum of 5 per cent, 
varied with the rate of the short-term (up to twelve 
months) Treasury Bills. The response to the two 
issues of this class was very poor, due partly, perhaps, 
to the want of fixity in the rate of interest. 

All this does not imply an inferiority of long-period 
compared with short-period loans. (The latter may 
take the form of borrowing from the Bank of England 
in the shape of " Ways and Means Advances " and 
from the pubUc on Treasury Bills.) Temporary loaning, 
if overdone, may lead to disturbance and uncertainty 
in the national finances, while the absence of an effective 
check on such borrowings by Government officials is 
not very satisfactory. While a long-period loan is at 
such times superior to a short-period loan, a tax, applied 
as far as practicable, is often preferable to either. 



Year. 


Proportion of Government 
Income raised in Taxation. 


1914-15 
1915-16 
191&-17 
1917-18 
1918-19 
1919-20 
1920-21 


Over 33% 
M 20% 
M 25% 
,. 25% 
.. 33% 
.. 80% 
100% 1 



FINANCING BY BANK CREDITS. 

An illustration of Government borrowing and its 

effects upon bank deposits and credit, is given in the 

* In 1920-21, there were net repayments amounting to 
;£237 million. 
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First Interim Report of the Committee on Currency 
and Foreign Exchanges, 1918 — 

" Suppose . . . that in a given week the Government 
require £10,000,000 over and above the receipts from 
taxation and loans from the pubUc. They apply for 
an advance from the Bank of England, which, by a 
book entry, places the amount required to the credit 
of PubUc Deposits in the same way as any other banker 
credits the account of a customer when he grants him 
temporary acconmiodation. The amount is then paid 
out to contractors and other Government creditors, and 
passes, when the cheques are cleared, to the credit of 
their bankers in the books of the Bank of England ; 
in other words, is transferred from ' Public ' to * Other ' 
deposits ; the effect of the whole transaction thus being 
to increase by £10,000,000 the purchasing power in the 
hands of the public in the form of deposits in the joint- 
stock banks, and the bankers' cash at the Bank of 
England by the same amount. The bankers' liabilities 
to depositors having thus increased by £10,000,000, and 
their cash reserves by an equal amount, their propor- 
tion of cash to liabilities (which was normally before 
the war something under 20 per cent) is improved, with 
the result that they are in a position to make advances 
to their customers to an amount equal to four or five 
times the sum added to their cash reserves, or, in the 
absence of demand for such accommodation, to increase 
their investments by the difference between the cash 
received and the proportion they require to hold against 
the increase of their deposit Uabilities. Since the out- 
break of war it is the second procedure which has in 
the main been followed, the surplus cash having been 
used to subscribe for Treasury Bills and other Govern- 
ment securities. The money so subscribed has again 
been spent by the Government and returned- in the 
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manner above described to the bankers' cash balances, 
the process being repeated again and again until each 
;£10,000,000 originally advanced by the Bank of England 
has created new deposits representing new purchasing 
power to several times that amount." 

GENERAL LIMITS TO GOVERNMENT 
BORROWINGS. 

One is no more able to define a precise limit to Govern- 
ment borrowings than to taxation. It was noted above 
that the limits to what could be obtained in taxation 
are wider than those consistent with the retention of 
full productive capacity. It is shortsighted finance, 
whether applied to taxation or loans, to aim at the 
maximum possible without regard to the ulterior effects, 
though in time of emergency the State cannot always 
stop to consider remote contingencies. 

The general limits to public borrowings may be very 
broadly indicated. The first limit is set by the amount 
that is saved over and above the sum necessary for 
depreciation, renewal, and the provision of new capital. 
The second limit is determined by the amount of saving 
that is physically possible, though the minimum neces- 
sary for national physical needs would be rather indeter- 
minate. For a time it is possible to go beyond these 
limits and live on capital, but the uneconomic effects 
of such a policy are very soon felt. Outside these home 
limits is that set by the amounts that can be borrowed 
abroad ; here the predominant factor is the credit of 
the borrowing country rather than the financial capacity 
of the lending country. 

It is almost impossible to measure these limits owing 
to the variability and, sometimes, the non-economic 
nature of many of the factors. The problem is still 
further complicated by inflated values, which may place 

21— (1881) 
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too optimistic an assessment on a country's real wealth, 
and so make the limits appear wider than they really are. 

Section 2. The National Debt and Its Rediiction 

THE BRITISH NATIONAL DEBT. 

The British National Debt, which at present stands 
at nearly 8,000 millions, is due very largely, of course, 
to the recent world war ; in 1914 it stood at a little over 
700 millions. The amount of Debt has risen from £15 
to about £175 per head, while the charge on the Debt 
bas increased from 10s. to over £7 10s. per head. In 
comparing these periods, however, it should be remem- 
bered that wealth and income are necessarily measured 
in terms of money and not in goods and services ; 
comparison without regard to the purchasing value 
of money at different periods may be misleading. 
Thus the wealth of the country measured in money 
increased by nearly 10,000 miUions during the war, 
while the income increased by over a thousand mil- 
lions ; if it were possible to assess wealth and income 
in actual goods and services, the figures at the end of 
the war would probably be much nearer those of 1914, 
if not actually below them. But while it would be 
unwise to attribute too much importance to the figures 
themselves for comparative purposes, the percentages 
of Debt to wealth, and charge to income, at different 
periods, may be compared with reasonable measure of 
accuracy. At the end of the Napoleonic Wars the per- 
centage of Debt to wealth was a little over 30 per cent ; 
in 1914 it had fallen to less than 5 per cent ; and at the 
end of the recent war stood at about the same proportion 
as after the Napoleonic Wars. Similarly the percentage 
of Debt charge fell from 8 per cent in 1817 to 1 per cent 
in 1914, and rose again to 10 per cent in 1919. It is 
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interesting also to note that while 63-75 per cent of the 
cost of the Napoleonic Wars was met out of taxation, 
only 28'74 per cent of the cost of the recent war was 
met in this way. 

The National Debt is almost entirely due to wars ; 
It is estimated^ that the Government spent more 
in the six years 1915-20 inclusive than in the previous 
two-and-a-quarter centuries. Of the 22,000 millions 
spent by the Government between 1688 and 1920, the 
sum of 14,000 millions was spent on war, two-thirds of 
this in the last six years of the period. 

It may be added that the very heavy burden imder 
which this country, in common with others, is now 
suffering cannot be finally measured until the question 
of reparation and international indebtedness is cleared 
up. While Britain is a creditor to other countries for 
a higher nominal sum than that for which she is debtor, 
the position does not bear a too favourable interpreta- 
tion. Financial experts would welcome the mutual 
cancellation of these amounts without regard to their 
disparity, while some go further and propose that 
Britain should forego the debt due to her though still 
acknowledging the obUgation to the United States. 
This is not philanthropy, but sheer business, as it is 
expected that what (if anything) may be lost on the 
one hand will be more than compensated by the revival 
of trading relations and resultant gain. 

Though the position is still uncertain, the recent 
Balfour Note would suggest full recognition of the 
urgency of the problem and the possibility of early steps 
to bring about some form of settlement. 

Even excluding the external debt of about a thousand 
miUions, there still remains the formidable internal 
obligation of about 6,500 millions. 

* Harvey E. Fisk, English Public Finance. 
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Fonns of Government Debt. 

The National Debt consists almost entirely of two 
parts, the Funded and the Unfunded Debt. The 
Funded Debt is embodied in stock and is practically 
permanent. The Unfunded Debt is repayable within 
specified periods up to seventy years. The Floating 
Debt (Ways and Means Advances and Treasury Bills) 
is only one form of unfunded debt ; all unfunded are 
not floating debts. In 1914, £588,000,000 out of a total 
debt of £711,000,000 was funded ; at the present time, 
the amount of funded debt has fallen to £315,000,000, 
while the total debt has increased tenfold. 

The table ^ given on opposite page shows the position 
of the Nationad Debt on the 5th August, 1922, compared 
with previous dates. 

REDUCTION OF NATIONAL DEBT. 

Necessary in normal years, it is imperative at the 
present time to devise means to effect as great a reduc- 
tion of the National Debt as is economically possible 
and desirable. Before considering the proposals that 
have been made for a Capital Levy and (though to a 
less extent) for repudiation or forced reduction of 
interest, some of the methods that have been adopted 
may be noted. 

(i) Application of the Surplus Annual Revenue. This 
is perhaps the simplest method, but it cannot be very 
effective unless the debt is very small. At a time when 
the interest alone is nearly a million a day, little oppor- 
tunity for a reduction of the capital amount is provided 
from this source. Besides, a surplus may evoke a cry 
for a reduction rather in the rate of taxation. 

(ii) Extra Taxation. This is a very desirable method, 

1 Taken from The Economist, 12th August, 1922. 
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NATIONAL DEBT 
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380 
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1,081 
164 


other Capital 
liabilities . . 
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57 
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49 
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46 


8,033 
46 
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47 


7,574 
49 


7,748 
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50 
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51 


Total LiabiUties 


711 


5,921 
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7,876 


7,623 


7,799 


7,708 


7,737 
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but, it must be repeated, there are limits to the 
taxable capacity of a community. While certain nations 
have not made as full use of the taxing instrument as 
might be reasonably expected, it would be impossible 
for this country to wipe off the Debt within a short period 
even if the utmost taxable limits were reached. 

(iii) Redemption by Purchase of Stock. When Govern- 
ment stock is offered on the market at a comparatively 
low price, public of&cials may purchase a certain amount 
of such stock, and cancel it, substituting a smaller for 
a larger debt. This method is only practicable, of course, 
when money is available at lower rates than are 
being paid on Government stock. Further, there is the 
Ukelihood of a rise in the price of the stock if the State 
officials show themselves too eager to effect purchases 
for cancellation. 

(iv) Conversion. Conversion into stock bearing a 
lower rate of interest is another means adopted. Where 
the loan is repayable at any time, and if new money 
can be obtained at a lower rate than is being paid to the 
fundholders, the Government may present to these 
creditors the alternative of a lower rate of interest or, 
if they refuse, repayment of their principal. 

(v) Terminable Annuities. By this means, permanent 
is converted into temporary debt. An annuity is pur- 
chased through the Post Office or from Chancery funds, 
and interest is paid for a definite period or a lifetime. 
The rate of interest is higher than the ordinary rate on 
the Debt (meaning higher taxation during the period ql 
the annuity), but when the pa5mients cease, so much 
Debt has been redeemed. This device is not so popular 
as in former times ; the present capital figure standing 
to annuities is only seventeen millions. 

Terminable annuities are in effect a form of Sinking 
Fund, which may be considered separately. 
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SINKING FUNDS. 

This method of reducing debt is adopted not only by 
Governments, but also by local authorities, the latter 
being often required by the terms of their powers to 
repay borrowed money within certain periods. The 
principle, stated shortly, is to provide out of income a 
certain sum of money so calculated that, invested at 
compound interest, it will accumulate to the amount 
required by the time the loan is to be redeemed. 

Raiding the Sinking Fund is to be deprecated, though 
the Chancellor of the Exchequer, desirous of keeping 
down the Budget estimates, may find it expe(ient 
sometimes to omit or reduce the amount of such pro- 
vision (witness the absence of allowance for the " New " 
Smking Fund in the Budget, 1922-23). 

Forms of National Sinking Fimds. The chief forms 
are — 

(a) The New Sinking Fund, This is the balance on 
the annual charge after providing for interest and the 
cost of management. 

(6) The Old Sinking Fund, This consists of surplus 
revenue in any year applied to the redemption of 
debt. 

(c) Victory Bonds Sinking Fund, A certain number 
of these bonds are drawn for repayment on 1st 
September of each year and are discharged. 

(d) Depreciation Fund, This was set up imder the 
Finance Act, 1917, in accordance with which sums are 
issued by the Exchequer and applied for the purchase 
of various Government stocks. In the first three years 
of this scheme, nearly a hundred millions worth of 
stock was so purchased and cancelled. 

{e) In addition to these are the Terminable Annuities 
described above. 
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A CAPITAL LEVY AND DEBT REDUCTION. 

The question of a levy on capital has provoked much 
discussion of late. Such an impost must not be con- 
fused with repudiation of part of the debt or a forced 
reduction in the rate of interest. 

Repudiation is opposed on both ethical and economic 
grounds. Contracts and obligations were entered into, 
and such a breach of public faith as repudiation implies 
would so upset the economic and credit organization 
that the ultimate gain would be very doubtful. Foreign 
creditors and resultant compUcations have also to be 
considered. Besides this, there is no reason why people 
who lent their money to the State should be penalized, 
while those who invested their money elsewhere should 
go scot-free. Any sacrifice necessary should be generally 
borne, and not confined to a particular class of invest- 
ment holder ; it must be remembered that it is not 
only the wealthy who hold Government stock, nor are 
all wealthy people in possession of it. 

The suggestions to reduce the rate of interest are open 
to similar criticism, though not to the same degree. It 
seems justifiable from one point of view that the nominal 
rate of interest should be reduced with a fall in prices in 
such a manner that the real purchasing value of the 
income so derived remains constant. It might be con- 
tended that in the same way as some wages vary on a 
sliding scale, based on the cost of living, so also should 
the rate of interest. But such a policy might seriously 
prejudice future public borrowings, not to mention the 
unequal distribution of the sacrifice as between those 
who have lent to the State and those who have invested 
in other directions. 

A Capital Levy has met with more support than the 
other proposals, though it has also encountered strenuous 
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opposition. Such a levy, aimed at reducing the National 
Debt by about a half (this is the proportion usually stated) 
would take the form of a general impost on capital 
possessions of all kinds. In order to secure equity of 
sacrifice, it would be assessed on a progressive basis. 
Small incomes would be exempt, and the proportion 
exacted by the State would increase with the amount 
of capital held. 

It is claimed in its favour that the National Debt 
would be considerably reduced, that the annual charge, 
and therefore the rate of taxation, would be lower, and 
that a more speedy return to normal conditions would 
be ensured. On the grounds of equity it is held that a 
capital levy is no more unjust than high taxation, that 
it is simply an extension of the principle of ability to 
pay. It is further maintained that in time of emergency, 
the State is no less justified in conscribing the capital 
than the Uves and services of its citizens. Some 
opponents contend that it is not capital but income 
that counts,- and that wealth left in private hands is 
put to more productive use than capital in State pos- 
session. But, the advocates of the levy reply, this 
misses the real point, as the capital would not remain 
in the hands of the State, but would be transferred to 
the owners of Government stock in cancellation of the 
debt, and that neither the amount nor the productivity 
of the capital in the country would be reduced. 

The critics of such a levy base their arguments 
on grounds of its impracticabihty rather than im- 
morality. Some object that wholesale realization of 
property would cause such a fall in values as seriously 
to threaten the economic system. In reply to this, the 
protagonists of the levy urge that unduly large sales 
would be unnecessary, as the State would merely serve 
as a kind of clearing house, through which the rights to 
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shares and other property would be transferred to fund- 
holders in settlement of public debt. Again, it is argued 
that some professional workers have high incomes, but 
very little capital in the form of material goods, and 
that it would be unfair to exempt these people from the 
levy. This, too, has been anticipated, it being sug- 
gested that such persons should have their incomes 
capitalized and (all factors taken into consideration) pay 
an annual sum estimated to yield eventually the amount 
of the levy. 

One coidd go on enumerating the pros and cons of a 
capital levy, but suflftcient has been said to indicate the 
nature of the problem. The proposals for a levy on 
war fortunes do not seem to have borne much fruit and, 
in any case, such a restricted levy would not have yielded 
an adequate sum. If a levy is to be adopted at all, it is 
better tiiat it should be general, and distribute its burden 
as equitably as possible. 
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APPENDIX 

THE DEVELOPMENT OF ECONOMIC THOUGHT. 

Economics was stated at the commencement of the 
book to be but one branch of the general science of 
social relations. Only in modem times has a serious 
attempt been made to study the subject as distinct 
from its sister sciences. It was natural that with the 
great industrial and commercial changes in the eighteenth 
and nineteenth centuries there should be an increased 
share of attention paid to the science that deals with 
one's activities " in the ordinary business of life." 

Early economic thought was so mingled with religious, 
ethical, political and legal doctrines, that it was often 
dif&cult to trace any real distinction. In practice, of 
course, it is inadvisable to demarcate too sharply 
between the different branches of social study. Too 
much specialization of thought may yield conclusions 
that are remote from actual conditions, and lead to 
suggestions that are quite impracticable. On the other 
hand, it is necessary for purposes of clear study that 
some division be made. The different groups of ele- 
ments must be sorted out before one proceeds to detailed 
analysis. 

Speculative thought and inquiry about economic 
problems has been going on ever since man has had to 
contend with them. From the beginning of history he 
has been searching for the principles that govern his 
wants and satisfactions. Throughout its evolution, 
economic theory has reflected more or less the environ- 
ment of the period. It is inevitable that the material 
facts of an age should be so mirrored since they provide 
to a large extent the incentives for inquiry and research, 
policies and programmes. 

317 



Digitized by LjOOQ IC 



318 THE SUBSTANCE OF ECONOMICS 

In these final lines will be given not so much a sum- 
mary of different economists' theories as an outUne of 
the general progress of economic thought. 

THE EARLY PERIOD 

To commence with the early Greeks : one finds that 
despite the predominance of a small aristocratic class 
in their city-states, there gradually grew up a new 
class consisting of traders, who introduced a certain 
commercial spirit, and developed the monetary and 
credit systems in a way hitherto unknown. This gave 
rise to inquiry into the nature of money and, particu- 
larly, of interest, which presents one of the oldest 
problems in economics. Thought was also stimulated 
on the question of slavery, by which system most of the 
production was then carried on. It was pointed out by 
more than one writer of the time that slave-labour was 
not necessarily economical ; it was the germ of the 
recognition of the real costs of labour. 

Prominent among the Greek socio-economic philos- 
ophers was Plato, who in his " Republic " drew up a 
scheme for an ideal society, containing some noteworthy 
contributions to economic knowledge. Aristotle also 
is outstanding in this respect, and his contention that 
money was " barren," and therefore interest unjustifi- 
able, was responsible later for much of the Canonist 
doctrine of the Middle Ages. Other Greek writers were 
Thucydides and Xenophon who considered rather the 
domestic side of economic life. 

The Romans did not add much to economic know- 
ledge. A small amount was written on husbandry; 
but Cicero voiced the general opinion when he depre- 
cated trade, maintaining it was not a fit occupation for 
a true Roman. 
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It was not until the Renaissance that any serious 
analysis was undertaken, but economic inquiry was 
largely overshadowed by the religious and the political. 
The influence of Aristotle was still felt, and the depreca- 
tion of usury was to a large extent due to his teaching. 
Capital as yet had not become very important as a 
factor of production, and since money borrowed was 
often put to a non-productive use, the mediaevalists 
could not find a justification for a payment for the use 
of money. In accordance with the same beliefs, it was 
held that a trader was not justified in demanding more 
than a " fair " price for his goods. Hence developed 
the common practice of fixing a " just price " for articles 
of sale. Most gf the organization was in the hands of 
the gilds, which, particularly at first, had a strong 
religious and social element. Among the mediaeval 
theorists on economic problems was Nicholas Oresme, 
who, in a work on money (1373), formulated the rule 
relating to " good " and " bad " money, usually known 
as Gresham's Law. {See Chapter XII, § 2.) Copernicus, 
too, wrote on monetary matters. 

Until now, EngUsh yrriters had not been very 
prominent, but the sixteenth century heralded a period 
of trade activity and literary attainment. Sir Thomas 
More, in his well-known " Utopia," visuaHzed with 
remarkable prescience an ideal community. The writ- 
ings of Francis Bacon, also, contain some valuable 
additions to economic literature. 

This was the period of great commercial expansion. 
The manorial had given way to a national economy. 
EngUsh traders were lajdng the foundations of the 
Empire, and the current economic writings were full of 
reference to England's foreign trade and maritime policy. 
Thus emerged the doctrine of Mercantilism, which 
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dominated British enterprise for a couple of centuries. 
As implied in the chapter on international trade 
(XVI, § 2), the early Bullionists had aimed at a " Balance 
of Bargain," maintaining that every transaction should 
result in a balance of precious metal due to the home 
country. This was hardly practicable or advisable, and 
the Mercantilists (who were closely related to the 
Bullionists) found it more expedient to advise the 
" Balance of Trade," whereby the total exports were 
to be greater than the total imports, thus allowing the 
balance on trade as a whole to be paid in the form of 
specie. 

The poUcy of MercantiHsm was extended in several 
directions ; it became identified generally with the 
national expression of and interest in economic develop- 
ment. . Exports were encouraged, and imports of many 
goods were subject to heavy duties or forbidden alto- 
gether. By the Navigation Acts, attempts were made to 
capture the shipping trade and wrest economic advantage 
from the foreigner. The whole doctrine was based on the 
assumption that in every exchange, if one party gains, 
the other must lose ; needless to say, the home country 
was not to be the loser. This intense national economic 
feeling was not pecuUa'* to England alone ; in the seven- 
teenth century it was characteristic of all the European 
States, particularly France and Prussia. 

Thomas Mun (1621), while exposing the crudities of 
the former BulUonists, still adhered to the broad prin- 
ciples of Mercantilism ; he was followed in this coimtry 
by Child, Temple, and Davenant, who confined their 
attentions mainly to foreign trade. Other writers with 
a Mercantilist bias — though this gradually became less 
pronounced — ^were Sir William Petty (" PoUtical Arith- 
metic," 1671), noteworthy as having employed statis- 
tical methods ; David Hume (" Essays," 1752-23), a 
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critic of the system in its more pronounced forms ; and 
Sir James Steuart, ** the last of the Mercantilists," 
whose " Inquiry into the Principles of Political Economy" 
was issued in 1767, only nine years before Adam Smith's 
*' Wealth of Nations." 

The decay of gild regulation of industry and commerce 
was accompanied by a decline in the Mercantilist policy, 
which was too narrow and restrictive to satisfy the new 
conditions of the eighteenth century. There was a 
reaction against Mercantilism, particularly in France, 
where the Physiocrats or Economistes promulgated the 
new doctrines. The former term, by which the school 
is usually known, indicates the Law of Nature, which 
was held to govern all man's activities and guide them 
to the best common advantage. The rule of free com- 
petition was supreme ; any attempt at State inter- 
vention was to be deprecated. The policy of " let 
alone," so popular in the eighteenth and early nineteenth 
centuries, was sununed up in the famous expression : 
*' Laisser faire, laisser passer," What was best for the 
individual, was best for everybody ; therefore riemove 
the impediments to the full operation of the natural 
law, and let private enterprise have free play. 

Chief among the Physiocrats was Quesnay, who is 
noted among other things for the stress he laid on the 
importance of agriculture. This, he said, was the true 
source of all wealth. Manufacture merely changed the 
form of things, and conmierce distributed them. Land 
yielded a " produit net** or surplus, which did not arise 
in industry and trade. His conception of the surplus 
from land foreshadowed Ricardo's theory of rent, and 
led to the proposal even then of the single tax on land. 
Gournay was another leading Physiocrat, whose views, 
however, were not so dogmatic as those of Quesnay, 
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but were open enough to recognize the productiveness 
of industry and trade. Other members of the school 
were Turgot and CantiUon, who were interested largely 
in money, capital, and pubhc finance. Discussion on 
the last subject was popular with all the Physiocrats, 
due doubtless to the very heavy taxation in eighteenth- 
century France. 

The Physiocrats rendered a useful service in their 
destructive criticism of many of the older theories. 
On the positive side, they helped to distinguish economics 
from the other social sciences and applied scientific 
methods; they contributed useful knowledge on taxa- 
tion and capital ; while the emphasis they laid on the 
land and the derived surplus was of great consequence. 

THE MODERN PERIOD. 

All this was preparing the ground for Adam Smith, 
the outstanding figure in the whole of economic Utera- 
ture. His " Wealth of Nations " (1776) presented the 
most comprehensive and constructive work that had 
yet appeared. In order to get a proper view of Adam 
Smith's teaching, it is necessary to take his other writ- 
ings into account. In the " Theory of the Moral Senti- 
ments " (1759), he dealt with social philosophy and 
general conduct. In the work upon which he was 
engaged when he died, he treated of law and politics. 
The " Wealth of Nations " was the intermediate work. 
The three together demonstrated from various aspects 
his belief in the " Invisible Hand " which controlled 
man's actions in this world. But his successors severed 
the practical conclusions from the broader and deeper 
context, and converted the new philosophy into a 
doctrine of material individuaUsm. 

*' An Inquiry into the Nature and Causes of the 
Wealth of Nations " not only served as a title, but as a 
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definition of what Adam Smith considered the scope of 
political economy. Book I deals with " the causes of 
improvements in the productive powers of labour, and 
. . . the order according to which its produce is 
naturally distributed among the different ranks of the 
people " ; it considers, in turn; the division of labour, 
money, prices, wages, profits, and rent. Different from 
the Physiocrats, Smith attributed the source of wealth 
not to land but to labour. Book II, embracing " the 
nature, accumulation, and employment of stock," dis- 
cusses the nature of capital and interest. Book III 
survej^ historically " the different progress of opulence 
iQ different nations"; and Book IV, treating "of 
systems of political economy," contains a keen criticism 
of Mercantilism and its limitations. Book V, the last, 
examines " the revenue of the sovereign or common- 
wealth " : some of the rules there laid down respecting 
public finance, taxation, and debts are still of present 
appUcation. 

Again, the conditions of the age were reflected in the 
current economic writings. The Industrial Revolution 
was beginning, and Adam Smith fully realized the 
necessity of removing restrictions, particularly on 
foreign trade. Not that he altogether severed himself 
from the Mercantilists ; he still supported, for example, 
the Navigation Laws on the ground that defence was 
more important than opulence. Nevertheless his work 
marks the beginning of a new period in economic thought. 
Some of the abuses that were committed in the name 
of the new freedom of action (such as the refusal at first 
to introduce factory legislation, the repression of labour 
organizations, etc.) were due, apart from private motives, 
to the interpretation that innumerable followers put 
upon his writings rather than the views of Adam Smith 
himself. 
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The contemporaries and immediate successors of 
Smith suffer by comparison, but with the exception of 
Ricardo they added Uttle to economic theory. MaUhus*$ 
doctrine of population was considered in Chapter 11 ; 
his outlook would probably have been less pessimistic 
had he been able to foresee tiie results of man's inventive- 
ness. Beniham was a jurist rather than an economist, 
but had considerable influence on economic thought 
and practice. His attack on the restrictive usury 
laws was followed (though not immediately) by their 
repeal. The utilitarian school, whose object was " the 
greatest happiness of the greatest number," is usually 
associated with Bentham as the central figure. 

Adam Smith had combined the deductive and the 
inductive methods with remarkable skill. David 
Ricardo drew most of his inspiration from Smith's work, 
but, not possessing Smith's historic sense, concentrated 
on the abstract deductive method of reasoning. His 
" Principles of Political Economy and Taxation " (1817) 
showed a distinctly original line of thought. His theory 
of rent became generally adopted and, as shown in 
Chapter X, §2, it has evolved into a theory which 
attempts to explain not merely the payment made for 
the use of land, but the remuneration that goes as 
*' surplus " in more or less degree to all the agents of 
production. The social and practical inferences from 
the conception of rent are a distinctive feature of 
modern economics. 

Following Adam Smith, Ricardo favoured a labour 
theory of value, but from his writings it is not clear 
whether he did not really mean a cost of production 
theory, so as to include a return to capital. Labour 
had its cost of production (subsistence) like everything 
else. It will be noted below how the rent and value 
doctrines of Ricardo, a capitahst and millionaire, were 
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converted by Lassalle, Marx, and others into strong 
Socialist contentions. Hence the statement that 
Ricardo was both " a prop and a menace to the middle 
classes." 

Characteristic of Ricardo and his group was the cold 
dogmatic method of treatment, which at times tended 
to become so abstract as almost to squeeze out the 
human factor. The hard materiahst and pessimistic 
doctrines earned for economics the epithet of *' the 
dismal science." Economic laws were reduced to bald 
statements, and N. W. Senior (" Political Economy," 
1836) was perhaps the most deductive and abstract of the 
school. He condensed the whole of economic tendency 
to four premises : (a) that every man desires to obtain 
additional wealth with as little sacrifice as possible ; 
(b) that the population of the world is limited only by 
moral or physical evil or by fear of a deficiency of 
material comforts ; (c) that the powers of the agents 
of production may be definitely increased by using their 
products in further production ; (d) that agriculture is 
subject to diminishing returns. Senior also developed 
the abstinence theory of interest, which for a time was 
generally accepted. 

Such was the early Classical School, which, despite 
its narrowness, considerably advanced economic analysis. 
Cost was taken as the basis of value ; welfare increased 
or decreased with the stock of goods, the conception of 
diminishing utility not being appUed. Their doctrines 
became the philosophical basis of the Manchester School, 
which was cosmopoUtan in outlook and ardent in sup- 
port of free trade between nations. The Classicists in 
Germany, though similar in many ways, were rather 
less abstract and more nationalist. List in the " National 
System of Political Economy " (1841) advocated a 
system which in some ways was akin to MercantiHsm. 
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In France, the tone was more that of an idealist and 
optimistic liberalism ; Say and Bastiat were the chief 
exponents. 

It was now time for all the various doctrines to be 
brought together and co-ordinated. This was done by 
/. S. Mill, who is sometimes regarded as the next in 
line to Adam Smith. Mill, too, was a social philosopher, 
and did much to widen the view of economics. Though 
the influence of a strict Ricardian training is to be seen 
in his writings, he was broad-minded enough to note 
and emphasize the " social " element in economics 
which his predecessors had tended to suppress. J. S. 
Mill did not add much that was new in the way of 
doctrine ; his theory of the wages fund, popular for a 
time, was soon found to be defective. (See above. 
Chapter VIII, § 2.) His chief work was to give economics 
a new spirit ; he moulded it into something more than 
a mere materialist and " dismal " sicence, and helped 
to make welfare rather than wealth the test of social 
progress. Mill's later writings were not so individuaUst 
in tone as his earlier views, though he still clung, on the 
whole, to the rights of the individual. He states that 
" Laisser /aire should be the general practice ; every 
departure from it, unless required by some great good, 
is a certain evil." Speaking of Government interference, 
he concludes his ** Principles " (1848) thus : " Even in 
the best state which society has yet reached, it is 
lamentable to think how great a proportion of all the 
efforts and talents in the world are employed in merely 
neutraUzing one another. It is the proper end of 
Government to reduce this wretched waste to the 
smallest possible amount, by taking such measures as 
shall cause the energies now spent by mankind in 
injuring one another, or in protecting themselves against 
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injury, to be turned to the legitimate employment of 
the human faculties, that of compelling the powers of 
Nature to be more and more subservient to ph5rsical 
and moral good." 

From Mill onwards, at least three Hues of development 
in economic reasoning can be traced ; these correspond 
to the " Historical School," the Socialist writers, and 
the " Neo-Classical School." 

It was inevitable that there should be a stronger 
reaction against the abstract reasoning followed by the 
Classical School than was evident 'in Mill's writings. 
The Historical School attacked the deductive method 
of inquiry and tried to place the science on a historical 
basis, substituting the inductive for the deductive 
principles. It was contended that without reference 
to the facts of life, theory tended to soar above realities. 
Reasoning should be more concrete and be subject to 
verification whenever possible. In Germany, the re- 
action against the old methods was very marked. 
Roscher, one of the earhest of the school, maintained 
that poUtical economy should be studied in close rela- 
tion to the other social sciences ; that in order to derive 
tmiversal laws, study should be made not of one set of 
people, but of several, and particular attention should 
be paid to ancient races who, having run their full 
course, are peculiarly instructive. He was followed by 
Knies, SchmoUer, and many others in Germany and 
elsewhere. In England, the chief exponents of the 
historical method have been Rogers, Leslie, Toynbee, 
Cunningham, and Sir William Ashley, 

But, as stated in the early pages, neither school 
working alone can attain perfect results. Induction 
and deduction should not be alternative but supple- 
mentary. Yet the Historical School have undoubtedly 
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rendered great service. They have emphasized the 
importance of economic history and contributed useful 
studies on the subject ; they have thus not merely 
questioned the old abstract reasoning, but provided the 
means for its verification. 

Much could be written about the growth of Socialism. 
The works of Plato and More have been previously 
mentioned. Rousseau and Godwin in the eighteenth 
century helped to spread the doctrine ; and in the first 
half of the nineteenth century a semi-academic and 
Utopian form of SociaUsm was advocated by St. Simon, 
Fourier, Blanc, and others in France ; Owen and 
Thompson in England. But SociaUsm did not gain 
much force until the second half of the century, when 
the new " scientific " SociaUsm was developed. Its chief 
exponents were Rodbertus and Marx, with LassaUe as 
the militant organizer. The last named is often thought 
of in connection with the Iron Law of Wages (Chapter X, 
§ 2), which was held to be the only explanation under 
a capitaUst system. 

The new SociaUsm was termed " scientific " in con- 
trast to the utopianism of the earUer writers. Karl 
Marx, who was the most potent force in the movement, 
was, like other German economists, historically-minded ; 
his "Capital" (Vol. I, 1867) contams much that is 
based on observation, accompanied by an intense 
deductive analysis, based partly on the writings of 
Smith and Ricardo, who provided a form of labour 
theory of value. Adopting a " dialectic " method of 
investigation, he attempted to show that the basis of 
society was economic, that the prime motive force of 
every kind of activity is the production of the means 
of Ufe. He maintained that in modem conununities 
there were two main classes, one possessing labour 
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power, the other the means of production. The latter 
class was created by the appropriation of the " surplus 
value," measured by the difference between the real 
productivity of labour and the actual wage paid. Being 
a firm believer in the evolutionary process, he contended 
that capitalist organization would become increasingly 
concentrated until the means of production were held 
by comparatively few capitahsts. This would only be 
antecedent to the conunimity taking over what had 
been expropriated. Thus Marx's views resolve them- 
selves into (a) the materialist conception of history, 
(b) the class-warfare, and (c) the evolution and ultimate 
extinction of capitalism. 

Though much of Marx's doctrine has been modified 
or even abandoned, he still exerts, whether directly or 
indirectly, a great influence on SociaUst thought and 
action. Besides his direct followers, other SociaUst 
movements owe a certain debt to his historic, albeit 
materiaUst, method of treatment. There is no doubt 
that, whatever one's opinions on coUectivist, guild 
sociaUst, or communist principles, the movement taken 
as a whole provides a valuable stimulus to economic 
inquiry. 

There remain those economists whose methods 
resemble in some ways those of the old Classicists ; for 
want of a better name they have been termed the Neo- 
classical School. Deductive reasoning is much in evi- 
dence, but there is not the same tendency to over- 
abstraction as was prevalent in the early part of l^st 
century. Historiccd research and the growing use of 
statisticed records have served to check imaginative 
flights and keep economic science within the bounds of 
reality. Cairnes (1874) re-stated the theory of value 
and introduced the conception of " non-competing 
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groups." In a sense, he was the Knk between the old 
and the new Classicists. W. S. Jevons appUed statistical 
and mathematical methods, giving economics a definitely 
scientific semblance. In his ** Theory of PoUticsil 
Economy" (1871) and other works, he discussed the 
conception of final utility, and made a useful analysis 
of exchange, money, and prices. 

Less mathematiced and more psychological were the 
Austrian economists, representative of whom were 
Menger, Wieser, and Bohm-Bawerk. They are note-, 
worthy as having worked out the utiUty theory of value, 
thus controverting the cost of production theory of the 
older Classical School. Bohm-Bawerk in his " Positive 
Theory of Capital " (1888) submitted the theory of in- 
terest as the money-equivalent of the difference between 
present and future satisfactions. Discussion on interest 
has been very conmion among the Austrian School, but 
the theory of wages has been given scant attention. 

In America important groups of economists have 
been much in evidence. Professors Ely and Taussig, 
among others, adopting an objective point of view, 
stress the cost of production side of value and favour a 
broad appUcation of the Ricardian doctrine of rent to 
all forms of distribution. In some ways different are 
Professors Clark and Fisher, who lean towards the sub- 
jective and psychological method of approach, and so 
resemble the Austrian School. Clark's " Distribution 
of Wealth " (1899) has for its theme the tendency under 
" static " conditions for the factors of production to 
receive shares corresponding to, and measured by, the 
productivity of their marginal increments. Fisher has 
made fruitful inquiry into capital and interest. Like 
Bohm-Bawerk, he supports the agio or time-preference 
theory of interest ; like Jevons, he is prone to a 
mathematical mode of treatment. 
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Chief among British economists in recent years is 
Dr. Marshall, whose ** Principles of Economics " (1st 
Edition, 1890) and other writings rank him in line with 
Adam Smith and J. S. Mill. In many ways Classical 
in outlook, he is fully cognizant of the need for close 
observation of facts. He combines the deductive with 
the inductive, theory with reaUsm. He brings together 
the cost of production ideas of the Classicists and the 
utility concepts of the Austrians. The analogy of the 
blades of a pair of scissors^ (cost and utiUty), each of 
which cuts but not without the aid of the other, is 
typical of the well-balanced reasoning in Marshall's 
works. Besides the harmonizing of the different 
theories, his constructive powers have resulted in many 
new ideas and much new light on the old. The exten- 
sion of the theory of rents or surpluses owes much to 
Marshall (as well as to Hobson), but most characteristic, 
perhaps, is the beUef in the principle of continuity : 
*' There is a unity underlying all the different parts of 
the theories of prices, wages, and profits. The remunera- 
tion of every kind of work, the interest on capital, and 
the prices of commodities are determined in the long 
run by competition according to what is fundamentally 
the same law. This law of Normal Value has many 
varieties of detail and takes many different forms. But 
in every form it exhibits value as determined by certain 
relations of demand and supply " (" Economics of 
Industry "). 

In the development of modem economic thought, the 
pendulum has swung with a fair regularity between 
the shares of attention given respectively to production 
and distribution. Thirty years ago a certain reaction 
took place against the emphasis on production ; and 

* See above, p. 69. 
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economists largely concentrated on the question of 
distribution. The time now appears to have been reached 
for a movement, if not to th^ first position, to a point 
nearer the golden mean. Professor Pigou, for example, 
in the " Economics of Welfare " (1920), recognizes that 
problems such as that of wages cannot be dissociated 
from the organization of production. Similarly with 
regard to taxation, it is not merely a matter of noting 
the effects on the distribution of the social product 
(though this is of great importance), but also of examining 
the influence on the community's productive capacity. 
But whether the main outlook has been on production 
or distribution, one conception has been gradually 
advancing and extending, namely, that of the " surplus " 
element in its various manifestations. The Physiocrats 
observed that land yielded a surplus ; the Classicists 
went further and noted the same phenomenon in invest- 
ments in land. Technically, an intensive as well as an 
extensive margin was discovered. The idea of the 
" unearned increment " was developed by J. S. Mill, 
and eventually the notion was applied to interest, profits, 
and wages, demonstrating the existence of a producer's 
surplus in different forms. The scope of the conception 
was still further widened when, resting upon utiUty 
rather than vedue, it revealed the consumer's surplus. 
We have seen in the above pages that the doctrine 
as a whole is not merely of academic interest, but 
of great bearing upon such questions as taxation. 
Government intervention and general reconstruction. 
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(See Money, Prices) 
Goods rates, 83-85 
Goumay, 321 
Government borrowings and 

debt. (See National Debt, 

Public Loans, State) 
Grants-in-aid, 275, 300-301 
Greek influence on economic 

thought, 318-319 
Gresham's law, 178 et seq. 
Gross interest. (See Interest) 

profits. (See Profits) 

Guild socialism, 156, 329. (See 

Socialism) 

Hearth tax, 294 

Historical school, 3, 327-328 

Hobson, J. A., 113 noU, 233- 

234, 292, 331 
Holding corporation, 45 
Horizontal combination, 47, 

156 
Hours of work, 98 
House duties, 294 
Hume, D., 320-321 

Immobility of labour, 25-26, 
72, 106. 235 

Impact of taxation, 286. (See 
Taxation) 

Imports. (5^^ Balance of trade. 
Customs duties. Foreign ex- 
changes. International trade. 
Protection) 

Incidence of Taxation, Ch. XX, 
§2, 297-298. (S«« Taxation) 

Income, national, Ch. VII : 
Nominal and real, 95 
Tax, 287 ei seq., 293-294, 
299-300 

Inconvertibility. (See Money) 

Increasing returns, 29-30, 81 

Increment value duty, 295. 
(See Unearned increment) 
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Indemnities, 298 

Index numbers, 187-191, 261 

Indifference, law of. (See Sub- 
stitution) 

Indirect taxation, 289-291, 
295-298 

Individualism. (See Laisser 
/aire) 

Inductive method, 3, 324 et seq. 

Industrial combination, 45-47. 
{See Monopolies) 

Council, 152 

— — Court, 153 

inertia, 22 

Revolution, 9-11. 42, 87, 

117, 241, 323 

unionism, 156 

unrest, Ch. XI, §2 : 

Causes of, 150-151 
Attempts at diminishing, 

151-155 

Conciliation and arbitration, 
151-154, 159-160 
Inelasticity. {See Elasticity) 
Inequality of wages, 106-107, 

108, 110, 115 
Infant industries, 242-243 
Inheritance duties, 293-294 
Insurance, 39, 159 
Intensity of demand, 73-74 
Intensive cultivation, 28, 130 

margin, 130, 332 

Interest, Ch. IX, §1 : 

Co-operative, 164-165 
in money market, 221 et seq. 
Profits and, 116, 121-122 
Rent element in, 142-143 
Theories of, 116 et seq., 318 

et seq. 
{See Banking, Capital, Dis- 
count, Money market) 
International trade, Ch. XVI : 
Advantages of, 239-240 
Comparative costs, 237 et seq. 
' Theory of, Ch. XVI, §1 : 
{See Free Trade, Protec- 
tion) 
Inventions, 10 

23a— (1881) 



** Invisible '* exports and im- 
ports. {See Balance of trade) 

** Iron law *' of wages. (See 
Wages) 

Jevons, 110, 330 

Jobbers. (See Stock Exchange) 

Joint demand and supply, 74- 

stock, 41-43 

banks. (See Banks 

and Banking) 
Jones, 283 note 
" Just price," 319 
Justiciary system, cost of, 274 

Kartel. {See Cartel) 
Keynes, 261 note, 266 
Knies, 327 

Labour, Ch. II, XI : 
Classification of, 17 
Concentration of, 165-166 
Co-operation, Ch. XI, §4 
Cost of, 96-98 
Demand for, 144-145 
Division of, Ch. II, §2. 
Efficiency of, 19 
ImmobiUty of, 25-26, 72, 

106, 235 
Machinery and, 24-25, 99 

147-149 
Peculiarities of, 99-100 
Population and, 17-19 
Problems and movements 

Ch. XI 
Remuneration, Ch. VIII 
Supply of, 17-19 
Theory of value, 54-56 
Unemployment, Ch. XI, §1 
Unions, 100 et seq. ; Ch. XI, 

§3 
Unrest, Ch. XI, §2 
(See Co-operation, Division 
of labour. Industrial un- 
rest. Trade unions. Un- 
employment; Wages) 
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Land, Ch. Ill, §1 

Alternative uses of, 134 

Cultivation of, 28 

Meaning of, 27 

Peculiarities of, 126 

Productivity of, 27 

Taxes on, 286-287, 294-295 

Tenure, 27-28 

Values, 295 

(See Rent) 
Large-scale production, 40-42, 

51, 202 
Lassalle, 107, 325, 328 
Laws, economic, 3-4, 88-89, 

324 et seq. 
Legal tender, 171 ei seq. 

(See Money) 
Leslie, 327 

Levy on capital, 314-316 
Limited liability, 42 
List, F., 325 
Loans, public, Ch. XXI, §1 : 

Foreign exchanges and, 259- 
260, 265 

Long and short period, 303- 
305 

Taxation and, 303-305 

(See National Debt) 
Local authorities, grants to. 

(See Grants-in-aid) 

expenditure and revenue, 

276-278 

income tax, 299-301 

taxation, Ch. XX, §4 

Localization of industry, 22 
London Clearing House. (See 

Clearing-house system) 
Long and short periods, 68-69, 
79-80, 115, 179 



Machinery, advantages and 

drawbacks, 24-25 

^ hours, wages, and, 99 

, unemployment and, 148- 

149 
Malthus, 17-19, 107, 324 



Management, scientific. 103 
Manchester school, 325 
Manor, 7-8, 11. 319 
Margin of cultivation, 130 

, intensive and extensive, 

130, 332 
Marginal costs, 66 et seq. 
investment, 118, 120-121 

productivity, 112-115, 

117-118, 120-121 

purchase, 60 

utility, 60 5/ se^., 120-121 

(See Utmty, Value) 

Market, 70-71 

Price, Ch. VI, §1 : 

Co-operative societies and, 

164 

Determination of, 76-78 

and mint price of gold, 177- 
178 
Marshall, 1, 69, 89, 113 note, 

141. 331 
Marx, 51, 54-55, 117, 325. 328- 

329 
Materialist conception of his- 
tory, 329 
Measure of value. (See Money) 
Mechanism of exchange. Part 

IV 
Medium of exchange. (See 

Money) 
Menger. 330 
MercantiUsm, 10, 240, 319-321. 

323 
Methods of economic study, 3, 

324 et seq. 
Meulen, ter, scheme, 269-270 
Mill, J. S., 108-109, 326,^331, 

332 
Mineral rights duty. 295 
Minimum wages, 88-89. 104- 

105 
Mint par of exchange. 253 

price of gold, 177-178 

ratio, 177. 181 

Mintage, 176 note 

Mobility of labour, 25-26. (See 
Immobility of Labour) 
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Money, Part IV : 
Coinage, Ch. XII. §2 
Forms of, 171-172 
Functions of, 170-171 
Gold, 174-175, 179-180 
'* Good " and " bad," 178- 

179 
Gresham's law, 178 et seq. 
International trade, 23^ 

237 
Market. {See Money market) 
Nature of, Ch. XII, §1 ; 169, 

318 et seq. 
Paper. {See Paper money) 
Price of, Ch. XV, §1 ; 182 

note 
Prices, Ch. XIII 
Quantity theory of, 182-185, 

193, 238, 257 
Token, 176, 193 
Value of, Ch. XIII, §1 
{See Banks and Banking, 
Bill of exchange, Credit, 
Gold, Money market. 
Paper money. Prices) 
Money Market, Ch. XV : 
Article, 223 
Price of money, Ch. XV, §1 ; 

182 note 
War and, Ch. XVIII 
{See Foreign exchanges, 
Stock Exchange) 
Monopoly, Ch. IV, §2 : 
Advantages of, 47-48 
Banking, 211-212 
Classification of, 44-45 
Future of, 50-51 
Gains, 122-123 
Prices, Ch. VI, §2; 48- 

49 
Remedies, 49-50 
Tendency to, 43-44 
{See Trusts) 
Moratorium, 264 
More, T., 319, 328 
Mortgage bonds, 229 
Motion study, 103 
Mun, 320 



Municipalities in relation to 
industry and commerce,271- 
273 

Munitions of War Acts, 152 

National Debt, Ch. XXI, §2 : 
Capital levy, 314-316 
Conversion, 312 
Cost of, 275 

Funded and unfunded, 310 
Reduction of, 310-316 

of interest on, 314 

Repudiation of, 314 

Dividend or income, Ch. 

VII ; 89-92 

Wealth, 90 

Nationalism, 320, 325 
Nature, law of, 321 
Navigation laws, 320, 323 
Neo-classical school, 329-331 
Net interest. {See Interest) 

Profits. {See Profits) 

New sinking fund, 313 

unionism, 156 

Nominal and real income, 95 
Non-competing groups, 106, 

329-330 
No-rent land, 133-134 
Normal price, 71-72. {S«« Value) 

profit, 123-124 

Notes. {See Money, Paper 
money) 

Occupational groupings, 20- 

21, 40 
Old sinking fund, 313 
Oresme, 178, 319 
Organization, Ch. IV : 

Imperfect co-operation, 20 
note, 145-146 

Management and, 36 
Over-issue of notes, 197-198 
Over-production, 14, 48, 202 

, trade cycles and, 232-233 

, under-consumption and, 

14, 233-234 
Over-savings and trade cycles, 

233-234 
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Overseas Trade Act. 26a-269 
Owen, R., 328 

Paper money, Ch. XIII, §2 : 
Bank of England notes. (See 

Bank of England) 
Convertibility, 179, 194-196 
Fiduciary, 194-195, 230, 268 
Methods of securing, 196-197 
Treasury notes, 195 
{See Money, Treasury notes) 

Par of exchange. {See Foreign 
Exchanges) 

" Paradox of value." {See 
Value) 

Periodicity of trade fluctua- 
tions, 231 

Petty, 320 

Physiocrats, 107, 321, 332 

Piece earnings. {See Wages) 

Pigou, 154, 261, 332 

Plato, 318, 328 

Political action, 159 

Politics, 2. {See State) 

Pool, 45 

Population, 17-19 

Preferred shares, 229 

Prices, Ch. XIII, §1 ; 53, 73-75 
Cost of living, 105-106, 189- 

191 ' 
Determination of market, 76- 

78 
Falling, steady and rising, 

186 
Foreign exchanges and, 261 
Index numbers, 187-191, 261 
" Just," 319 
Market, Ch. VI, §1 
Measurement of, 187-191 
Monopoly, Ch. VI, §2 ; 48- 

49 
Normal and market, 71-72 
Quantity theory, 182-185, 

193 
Rent and, 135 et seq. 
Schemes for reducing fluctua- 
tions, 191-193 
Sub-normal, 71 



Prices (contd.) — 
in United Kingdom, U.S.A., 

and France, 190 
{See Money, Value) 

Producer's surplus, 67, 332 
(See Rent, Surplus) 

Production, Part I : 

Agents or factors of, 15-16 
Definition of, 13-14 
Large- and small-scale, 40-42 

Productivity. (See Interest, 
Marginal productivity. 
Wages ; cUso Taxation) 

Profit-sharing, 104, 153-155 

Profits, Ch. IX, §2 : 

Age of business and, 123-124 
Analysis of, 121-123 
Dual elements in, 124 
Normal rate of, 123-124 
Payment for organization 

and risk, 121-122 
Pure, 123-124 
Rent element in, 140-141 
Representative firm, 141 
(See Enterprise, Organiza- 
tion) 

Progressive taxation, 281-283. 
(See Taxation) 

Proportionate taxation, 281. 
(See Taxation) 

Protection of home industries, 
Ch. XVI, §2 : 
Arguments for, and criticism, 

241-244 
Customs duties, 295-298 
(See Free Trade, Mercantil- 
ism) 

Psychological school of econ- 
omists, 119, 330 

theory of trade cycles,232 

PubUc debts, Ch. XXI : 
Limits to borrowings, 307- 

308 
Loans, Ch. XXI, §1 
Sources of funds, 302-303 
Taxation and loans, 303-305 
(See National Debt, Sinking 
Funds) 



Digitized by LjOOQ IC 



INDEX 



347 



Public finance and policy. 
Part V 

Revenue and expendi- 
ture, Ch. XIX ; 

Classification of, 274-276 
Cost of collecting revenue, 

284 
Magnitude of expenditure, 

274 
Ownership, 272-273 
(See Taxation) 
Purchasing power of money. 
(See Money, Prices) 

power parity, 261 note 

Quantity theory of money and 
prices, 182-185. 193, 238, 
257 

Quasi-rent, 140 

Quesnay, 321 

Quid pro quo in taxation, 279, 
299 

Railway, peculiarities of in- 
dustry, 83 

rates, 83-85 

Rate of discount. (See Dis- 
count) 

of exchange, (^ee Foreign 

exchanges) 

of interest. (Sc^ Interest) 

Rates, local, 76. (See Taxation) 
Real and nominal income, 95 
Redemption of National Debt, 

310-316 

Redistribution of social pro- 
duct, 93-94 

Regressive taxation, 282. (See 
Taxation) 

Reichsbank, 199 

Remuneration. (See Wages) 

Renaissance, 319 

Rent, Ch. X : 
of Ability, 142 
Applications to interest, 
profits, and wages, Ch. X, 
§2 ; 324, 332 
Determination of, 129-133 



Rent (contd.) — 

Diagrammatic illustrations, 
131-133 

Diminishing returns and, 
128-129 

of Fertility and situation, 
127-128 

Meaning of economic, 125 

" No-rent " land, 133-135 

and Price, 135-138 

Quasi-, 140 

Ricardian theory, 126 et seq. 

Summary of influences on, 
138-139 

and Taxation, 286-287, 292- 
293 

Theory of, Ch. X, §1 » 

(See Surplus) 
Reparations, 309 
Representative firm, 141 
Reserve, 217-219, 222-226. 

(See Bank of England, Banks 

and banking) 
Restrictions, trade union, 147, 

160-161 
Reversion duty, 295 
Ricardian theory, 126 et seq. 
Ricardo. 126 et seq., 321, 324- 

325, 328 
Risk, 36-37 

, insurance against, 39 

, payment for, 122 

Robertson, 261 note 
Rodbertus, 117, 328 
Rogers, 327 
Romans and economic thought, 

318 
Roscher, 327 
Rousseau, 328 

Safeguarding of Industries 
Act, 244 

St. Simon, 328 

Satiable wants. (See Diminish- 
ing utihty) 

Saving, 34, 233-234 

Say, 326 

Schmoller, 327 



Digitized by LjOOQ IC 



348 



INDEX 



Scientific management, 103 ^ 

Seignorage, 176 

Senior, 325 

Shares, 228-229 

Short period. {See Long and 
short period) 

Silver and silver-nickel coin- 
ages, 176-177 

Single standard. {See Gold 
standard) 

Sinking funds, 313. {See \ 
National Debt, Public Debts) ' 

Size of business, 32, 40-42 

Slavery, 318 

Small-scale production, 41, 51 i 

Smith, Adam, 54, 106, 280-281, | 
321 et seq. 

Social product, Ch. VII 

SociaUsm, 33-34, 117, 328-329. 
{See Guild Socialism, Labour 
Theory of value, Marx, 
Syndicalism) 

Sociology, 2 

Specie points, 255-256, 259 

Speculation, 37-39, 227 ei seq. 

Spot and forward dealings, 252 

Stamp, J., 90-92, 282 

Standard of life. 111 

of value. {See Money) 

Oil Co., 43 

State expenditure and revenue, 
274-276 

functions, 271-273 

ownership, 272-273 

in relation to industry 

and commerce, 271-273,328- 
329 

to social conditions, 

273 
Steuart, 321 
Stock Exchange, Ch. XV, §2 ; 

220 

Brokers, 227 

Dealings, 228-229 

Jobbers, 227-228 

on outbreak of war, 1914, 
263-264 
Store of value. {See Money) 



Strikes, 160 

Subsistence theory of wages, 

107-108, 324 
Substitution, law of, 31, 61-62, 

67-68, 93, 111 
Sumptuary taxation, 280. 290- 

291 
Supply, alternate, 74 
, composite, 74 

and demand, Ch. VI 

, elasticity and inelasticity 

of, 73, 79 

, joint, 74-75 

, laws of, 78-^0 

prices, 66-69 

services, 277 note 

and stock, 73 

Surplus, consumer's, 63-64, 67, 

142 note, 332 
, growth of conception of, 

332 
, producer's, 67 ; Ch. X, 

§2 

applied to taxation, 283, 

292-293. {See Rent) 

Symmetallism, 180 

Synchronism of trade fluctua- 
tions, 231 

Syndicalism, 156. {See Social- 
ism, Guild Socialism) 

Taussig, 330 
Taxation, Ch. XX : 
Ability in, 281 et seq. 
Canons of, Ch. XX, §1 
Certainty and convenience 

in, 281, 283, 285, 289-290, 

297, 300 
Cynical view of, 280, 289 
Degressive, 282 
Diminishing utility and, 59, 

281-382 
Direct, 288-289 
Economy in, 281, 283-284, 

285, 288-291 
Elasticity in, 285, 288, 290 
Equality of sacrifice, 280 ei 

seq. 
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Taxation (contd.) — 
Equity in, 280 et seq. 
" Financial " view of, 279- 

280 
Impact of, 286 
Incidence of. Ch. XX, §2 
Income, 287 et seq., 293-294, 

299^00 
Indirect, 289-291, 295-298 
Industry as affected by, 286 
Inheritance, 293-294 
Land and house, 286-287, 

294-295 
Loans and, 303-305 
Local, Ch. XX, §4 
Productivity of, 284-285 
Progressive, 281-283 
Quid pro quo in, 279, 299 
Regressive, 282 
Social view of, 280 
Sumptuary view of, 280,290- 

291 
Unemployment and, 149 
{See Public Debts, Public 
Revenue and Expendi- 
ture) 

Temple, 320 

Ter Meulen scheme, 269-270 

Terminable annuities, 312-313 

Thompson, 328 

Thucydides, 318 

Time, long and short periods, 
68-69, 79-80, 115, 179 

Earnings. {See Wages) 

, " Interest the price of," 

119 

lag, 149 

study, 103 

Token money, 172, 176-177, 
193-194. {See Money) 

Total utility, 61, 63-64 

Toynbee, 327 

Trade, foreign. {See Inter- 
national trade) 

Boards Acts, 104-105 

Cycles, Ch. XV, §3 : 

Theories of, 231-234 
Unemployment and, 146 



Trade Unions, Ch. XI, §3 : 

Amalgamation of, 157-158 

Collective bargaining, 151, 
159-160 

Congress, 157-158 

Co-operation and, 166 

" Craft," 156 

Federation of, 157-158 

" Industrial," 156 

Insurance, 159 

Methods, 158-160 

" New," 156 

PoUtical action, 159 

Profit-sharing, etc., and, 155 

Recognition of, 151 

Restrictions. 147, 160-161 

Statistics, 158 

Wages and, 100 et seq. 

{See Labour, Wages) 
Treasury bills, 305 

bonds, 305 

borrowings, 220-225 , 

notes, 195, 198, 199, 201, 

263-264. {See Money) 
Trimetallism, 180 
Trusts, 43, 51 
, Report on, 50 noie.^ {See 

Monopoly) 
Turgot, 322 

Under- CONSUMPTION and 

trade depressions, 233-234 
Undeveloped Land Duty, 295 
Unearned increment, 137, 295, 

332. {See Rent) 
Unemployment, Ch. XI, §1 : 

Causes, particular and gen- 
eral, 144-148 

Imports and, 298 

Machinery and, 148-149 

Monopolies and, 48 

Wars and, 149-150. {See 
Labour, Trade unions) 
Unfunded Debt, 310 
U.S.A. Federal Reserve Board, 

199 
Usury, 117 
UtiUtarianism, 324 
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Utility, 13, 14, 52 

, diminishing, 57 et seq., 

93-94, 281-282 
, marginal and equi-mar- 

ginal, 60-65 
, total, 61, 63-64. (See 

Value) 

. Value, Part II : 

Cost of production theory of, 

56 
Labour theory of, 54-55 
Marginal theory of, Ch. V, §2 
of money, Ch. XIII 
" Paradox of,*' 54-56, 69 
UtiUty and, 53 
(See Exchange, Money, 
Utility) 
Vertical combination, 47, 156 
Victory Bonds Sinking Funds, 
313 

Wages, Ch. VIII : 

V Cost of living and, 96-97, 

105-106 
Discounted marginal pro- 

V duct, 113 

Efficiency systems of pay- 
ment, 103 
Fallacies respecting, 146-148 
Hours and, 98 
Inequality of, 106-107, 108, 
110, 115 
s/ " Iron law " of, 107-108 
Machinery and, 98-99 
of Management, 121-122 
Y, Marginal productivity theory 
of, 112-115 
Minimum, 88-89, 104-105 
National income and, 90-91 
Nominal and real labour cost 
96-98 

and real wages, 95-96, 

105-106 
Payment of, Ch. VIII, §1 
Piece rates, 100-102 
Premium bonus schemes, 
102-103 



Wages (contd.) — 

I^oductivity theories, 110 

et seq. 
Profit-sharing and co-part- 
nership, 104, 153-155 
Rent element in, 141-143 
Residual claimant theory of, 

110-111 
SUding scales, 103-104, 105- 
106 
s^ Standard, 104 
^ Subsistence theory of, 107- 
108 324 
Theories of, Ch. VIII, §2 
Time rates, 100-102 
Trade Boards Acts, 104-105 
V Wages fund theory, 108-110 
(See Distribution, Labour, 
Trade unions) 
War Emergency measures, 
263-264 
and foreign exchanges, 265- 

268 
and money market, 262-263 
and post-war financial mea- 
sures, Ch. XVIII 
and principal countries' note- 
issues, 199 
and rents, 137-138 
and unemployment, 149-150 
Ways and means advances, 

305-306 
Wealth, 12 et seq. 

, national, 90 

Wealth of Nations, 281, 322- 

323 
Webb. 155, 300 note 
Weighted index number, 188- 

189 
Welfare and redistribution, 93- 

94 
Whitley councils, 152-153 
Wieser, 330 

" Windfalls," taxes on, 294 
Window tax, 294-295 
Work fund, 147-148. 150 

Xenophon, 318 
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By P. W. PiXLBY, F.C.A Net 21/- 

Balance Sheets : How to Read and Understand 
Them. 

By Phtt jp TovBY, F.O.I.S Net 2/6 

Book-keeping and Commercial Practice. 

By H. H. Smith, P.C.T., F.Inc.S.T. ... 1/9 

Book-keeping for Beginners. 

By W. E. Hooper, A.O.I.S. . . . Net 2/6 

Book-keeping for Bootmakers, Retailers, and 
Repairers. 

By F. W. WmTPiBLD ..... Net 8/6 

Book-keeping for Commercial and Secondary 
Schools. 

By C. H. KiRTON, A.C.I.S Net 6/- 

Book-keeping for Retailers. 

By H. W. PoRRiTT and W. Nicklin, A.S.A.A. . Net 2/6 

Book-keeping Simplified. 

By W. O. Buxton, A.C.A. (Hons.) ... 3/6 

Answers . Net 3/~ 

Book-keeping Teachers* Manual. 

By C. H. KiRTON, A.O.I.S., F.Inc.S.T. . . Net 7/6 

Branch Accounts. 

By P. Taggart, A.S.A.A. . . . . Net 8/- 

Business Book-keeping. 

By J. RouTLEY Net 8/6 

Commercial Goodwill. 
By P. D. Leake, F.C.A. . . . . Net 21/- 

Company Accounts. 

By Arthur Coi^bs, F.C.I.S Net 7/6 

Complete Book-keeping. Net 6/6 

Cost Accounts in Principle and Practice. 

By A. Clippord Ridgway, F.C.A. . . . Net 6/- 

Cost Accounts for the Metal Industry. 

By H. E. Parkes, M.Oom., A.C.W.A. . . Net 7/6 

Depreciation and Wasting Assets. 

By P. D. Leake, F.C.A. .... Net 16/- 
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Bookkeeping and Accountancy — contd. 

PRIOB 

Dictionary of Book-keeping. 

By R. J. Porters Net 7/6 

Elements of Book-keeping. 

By W. O. Buxton, A.C.A. (Hons.) . • . Net 2/6 
Full Course in Book-keeping. 

By H. W. PoRRiTT and W. Nicklin, A.S.A.A. Net 6/- 

Higher Book-keeping and Accounts. 

By H. W. PoRRiTT and W. Nicklin, A.S.A.A. Net 6/- 
Hotel Book-keeping. Net 2/6 

How to Become a Qualified Accountant. 

By R. A. Witty, A.S.A.A Net 8/6 

Manual of Book-keeping and Accounting. 

By A. Nixon, P.C.A., and H. E. Evans, A.C.A. . Net 10/6 

Manual of Cost Accounts. 

By H. JuMUS LuNT ..... Net 7/6 

Manufacturing Book-keeping and Costs. 

• By G. Johnson, F.C.I.S. .... Net 6/- 

Municipal Book-keeping. 

By J. H. McCaix Net 7/6 

Notes of Lessons on Book-keeping. 

By J. RouTLEY Net 3/6 

Practical Book-keeping. 

By G. Johnson, F.C.I.S. .... Net 6/- 

Principles of Auditing. 

By F. R. M. De Paula, O.B.E., F.C.A. . . Net 7/6 

Primer of Book-keeping. 2h 

Principles of Book-keeping Explained. 

By I. H. HuMPHRYS Net 2/6 

Questions and Answers in Book-keeping and 
Accounting. 

By F. F. Sharles, F.S.A.A., A.C.I.S. . . Net 10/6 

Railway Accounts and Finance. 

By AixEN E. Newhook, A.K.C. . . . Net 6/- 

Shopkeepers' Accounts Simplified. 

By 0. D. Cornell Net 2/- 

Sinking Funds, Reserve Funds, and Depreciation. 

By J. H. Burton, A.S.A.A Net 3/6 

Theory and Practice of Costing. 

By E. W. Newman, A.O.A Net 10/8 
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BUSINfESS TRAINING, COPY BOOKS, ETC. 

PRICB 

Business Handwriting. Net 1/6 

Business Methods and Secretarial Work for 
Girls and Women, 

By Helen Reynard, M.A Net 2/6 

Commercial Handwriting and Correspondence* 

Net 2/6 
Commercial Practice. 

By Alfred Schofield Net 4/- 

Counting -House Routine. 1st Year's Course. 

By Vincent E. Collinge, A.C.I.S. . . . Net 1/9 

Counting-House Routine. 2nd Year's Course. 

By Vincent E. Collinge, A.C.I.S. . . . Net 3/6 

Course in Business Training. 

By G. K. BucKNALL, A.0.IJ3. .... 2/6 

Elements of Commerce. 

By F. Heywood, A.C.I.S Net 4/- 

Handbook for Commercial Teachers. 

By Fred Hall, M.A., B.Com., F.C.I.S. . . Net 2/6 

How to Become a Private Secretary. 

By J. E. McLachlan, F.I.P.S. . . . Net 3/6 

How to Enter the Mercantile Marine. 

By R. A. Fletcher Net 3/6 

How to Tjeach Business Training. 

By F. Heeus, F.C.I.S Net 2/6 

How to Write a Good Hand. 

By B. T. B. HoLLiNGS Net 1/6 

Junior Woman Secretary. 

By Annie E. Davis, F.Inc.S.T. . . . Net 2/- 

Manual of Business Training. Net 5/- 

Modern Business and Its Methods. 

By W. Campbell, Chartered Secretary. . . Net 7/6 

Office Routine for Boys and Girls. 

In three stages. First Stage n . . . . 8d. 

Second and Third Stages .... Each 1/- 

Popular Guide, to Journalism. 

By A. Kingston Net 2/6 
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Business Training, Ckipy Books, etc. — contd. 

PBICB 

Practical Journalism and Newspaper Law. 

By A. Baker, M.J.I.,- and E. A. Cope . . Net 3/6 

Principles and Practice of Commerce. 

By James Stephenson, M.A., M.Oom., B.Sc. . Net 8/6 

Principles of Business. 

By Jambs Stephenson, M.A., M.Oom., B.Sc. 

Part I Net 8/- 

Part II Net 8/6 

Routine of Commerce. 

By Alfred Schofieu) Net 4/- 

Theory and Practice of Commerce. 
Being a Complete Guide to Methods and Machinery of 
Business. 

Edited by F. Heeus, F.O.I.S. Assisted by Specialist 
Contributors . Net 7/8 



CIVIL SERVICE 

Civil Service Aritlimetic Tests, 

By P. J. Varley-Tipton .... Net 2/8 

Civil Service Essay Writing. 
By W. J. Addis, M.A Net 2/8 

Civil Service Guide. 

By A. J. Lawford Jones .... Net 2/8 

Civil Service Practice in Precis Writing. 

Edited by Abthub Beynoij>s, M.A. (Oxon) . Net 8/8 

Civil Servant and His Profession, The Net 8/8 

Copying Manuscript, Orthography, Hand- 
writing, Etc. 

By A. J. Lawford Jones. Actual Examination 
Papers only ....... Net 8/B 

Digesting Returns into Summaries. 

By A. J. Lawford Jones .... Net 2/8 

Elementary Precis Writing. 

By Walter Shawcross, B.A. . • . Net 2/- 

Indexing and Precis Writing. 
By A. J. Lawford Jones . • • • Net 2/i 
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ENGLISH AND COMMERCIAL 
CORRESPONDENCE 

PRICE 

Ciommercial Correspondence and Commercial 

English. Net 8/6 

Commercial Dictionary. Net 2/- 

Correspondence of Commerce, The. 

By A. RiSDON PAUdBR, B.Sc., B.A. . . Net 4/- 

English Composition and Correspondence. 

By J. F. Davis, D.Iit., M.A., LL.B. (Lond.) . Net 2/6 

English for Commercial Students. 
By H. W. Houghton Net 2/6 

English for Technical Students. 

By F. F. Potter, M.A. . . . . , 2/- 

English Grammar. 

By 0. D. PuNCHARD, B.A. (Lond.) . . , Net 2/- 

English Grammar and Composition. 

By W. J. Weston, M.A., B.Sc. (Lond.) . . Net 5/- 

English Mercantile Correspondence. Net 8/6 

English Prose Composition. 

By W. J. Weston, M.A., B.Sc. (Lond.) . . Net 3/6 

Guide to Commercial Correspondence and 
Business Composition. 
By W. J. Weston, M.A., B.Sc. (Lond.) . . . 2/6 

Guide to English Composition. 

By the Rev. J. H. Bacon .... Net 2/- 

How to Teach Commercial English. 

By Walter Shawcross, B.A. . . . Net 8/6 

Manual of Commercial English. 

By Walter Shawcross, B.A. . . . Net 8/6 

Pocket Dictionary. Net 2/- 

Practice in English. 
By P. H. Beai^y, M.A. 2/6 

Principles and Practice of Commercial Corre- 
spondence. 

By J. Stephenson, M.A., M.Oom., B.Sc. . Net 7/6 

Punctuation as a Means of Expression. 

By A. E. LovBLL, M.A. . . . . Net 1/- 

Digitized by LjOOQ IC 



COMMERCIAL GEOGRAPHY AND 
HISTORY 

PBICB 

Commercial Geography of the British Empire 

Abroad and Foreign Countries. Net 3/- 

Commercial Geography of the British Isles. 

Net 2/6 

Commercial Geography of the World. Net 4/6 

Commercial History. 

By J. R. V. Mabchant, M.A. . . . Net 5/6 

Economic Geography. (See " Economics," below.) 
Economic History. (See " Economics " below.) 
Elements of Commercial Geography. ' 

By 0. H. Grant, M.Sc., F.R.Met. Soc. . . Net 2/6 

Elements of Commercial History. 

By Fred Hall, M.A., B.Ctom., F.C.I.S. . . Net 2/6 

Examination Notes on Commercial Geography. 

By W. P. RUTTER, M.Ckjm. .... Net 2/- 

Principles of Commercial History. 

By J. Stephenson, M.A., M.Com., B.Sc. . Net 7/6 

World and Its Commerce, The. Net 2/6 

ECONOMICS 

British Finance (1914-1921). 

Edited by A. W. Kirkaldy, M.A., B.Litt., M.CJom. Net 15/- 

British Labour (1914-1921). 

Edited by A. W. Kirkaldy, M.A., B.Iitt., M.Com. Net 10/6 

Dictionary of Economic and Banking Terms. 

By W. J. Weston, M.A., B.Sc, and A. Crew Net 5/- 

Economic Geography. 

By John McFarlane, M.A., M.Com. . . Net 10/6 

Elements of Political Economy. 
By H. Hall, B.A Net 2/8 

Guide to Political Economy. 

By F. H. Spencer, D.Sc., LL.B. . . . Net 8/6 
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Economics — contd . 

micB 

History and Economics of Transport. 

By A. W. KiRTgALDY, M.A., B.Iitt. (Oxford), M.Com. 
(Birm.), and A. Dudley Evans . . . Net 15/- 

Housing Problem, The. 

By John J. Clarke, M.A., F.S.S. . . . Net 21/- 

Labour, Capital and Finance. 

By •* Spectator " (W. W. Wall, F.J.J., P.S.S.) . Net 8/6 

Local Government of the United Kingdom. 

By John J. Clarke, M.A., P.S.S. . . . Net 7/6 

Outlines of Central Government. 

By John J. Clarke, M.A., F.S.S. . . . Net 1/6 

Outlines of Industrial and Social Economics. 

By John J. Clarke, M.A., F,S.S., and James E. 

Pratt, A.C.I.S Net 1/6 

Outlines of Local Government. 

By John J. Clarke, M.A., F.S.S. . * . . Net 2/6 

Outlines of the Economic History of England : 
A Study in Sodal Development. 

By H. O. Meredith, M.A., M.Com. . . Net 7/6 

Plain Economics. 

By John Lee, M.A., M.Com.Sc. . . . Net 3/6 

Social Administration. 

By John J. Clarke, M.A., F.S.S. . . . Net 7/6 

Value for Money. 

By Sro Wm. Schooling, K.B.E. . • . Net 2/6 



BANKING AND FINANCE 

Bankers* Advances. 

By F. R. Stead. Edited by Sir John Paget, K.C. 

Net 6/- 
Bankers' Advances Against Produce. 

By A. Williams, A.I.B. .... Net 6/- 

Bankers' Credits and all that Appertains to Them in 
Their Practical, Legal, and Everyday Aspects. 
By W. F. Spalding Net 10/6 

Bankers' Securities Against Advances. 

By Lawrence A. Fogg, Cert. A.I.B. . . Net 6/- 
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Banking and Finance — contd. 

PRIOl 

Bankers^ Clearing House, Th^. 

By P. W. Mathews Net 7/6 

Bank Organization, Management, and 
Accounts. 

By J. F. Davis, M.A., D.Iit., LL.B. (Lond.) . Net 6/- 

Dictionary of Banking. 
A Complete Encyclopaedia of Baaking Law and Practice. 
By W. Thomson and liLOYD CHRiffnAN . . Net 30/- 

Eastern Exchange. 

By W. F. Spalding Net 16/- 

Elements of Banking. 

By J. P. Gandy Net 2/6 

English Public Finance. 

By Harvey E. Fisk Net 7/6 

Foreign Exchange and Foreign Bills in Theory 
and in Practice. 

By W. F. Spalding, Cert. A.I.B. . . . Net 7/6 

Foreign Exchange, A Primer of. 

By W. F. Spalding Net 3/6 

Functions of Money, The. 

By W. F. Spalding Net 7/6 

London Money Market, The. 

By W. F. Spalding Net 10/6 

Money, Exchange, and Banking. 
In Their Practical, Theoretical, and Legal Aspects. 
By H. T. Easton, A.I.B Net 6/- 

Notes on Banking and Commercial Law. 

By T. Lloyd Davib8 Net 3/- 

Practical Banking. 

By J. F. G. Bagshaw. With Chapters on The Principles 
of Currency, by C. F. Hannapord, A.I.B. , and Bank 
Book-keeping, by W". H. Pbakd . . . Net 7/6 

Simple Interest Tables. 

By Sir William Schooling, K.B.B. . . Net 21/- 

Talks on Banking to Bank Clerks. 

By H. E. Evans Net 2/6 

Title Deeds and the Rudiments of Real Property 
Law. 

By F. R. Stead Net 6/- 
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INSURANCE 

PRICE 

Actuarial Science, Tlie Elements of. 

By R. E. Underwood, M.B.E., F.I.A. . . Net 5/- 

Gommon Hazards of Fire Insurance. 

By W. G. KuBLER Ridley, F.C.I.I. . . Net 5/- 

Guide to Life Assurance. 

By S. G. Leigh, F.I.A Net 5/- 

Guide to Marine Insurance. 

By Henry Keate Net 3/6 

Insurance. 

By T. E. Young, B.A., F.R.A.S., W. R. Strong, F.I.A., 

and Vyvyan Marr, F.F.A., F.I.A. . . , Net 10/6 

Insurance Office Organization, Management, 
and Accounts. 

By T. E. Young, B.A., F.R.A.S., and Richard 
Masters, A.C.A Net 6/- 

Law and Practice as to Fidelity Guarantees. 

By C. Evans and F. H. Jones . . . Net 6/- 

Motor Insurance. 
By W. F. Todd Net 6/- 

Pension, Endowment, Life Assurance, and 
Other Schemes for Commercial Companies. 

By H. DouGHARTY, F.C.I.S Net 6/- 

Principles of Insurance. 

By J. AI.PRED Eke ..... Net 3/6 

Principles of Marine Law. (See page 19.) 
Successful Insurance Agent, The. 

By J. J. BiSGOOD, B.A., F.C.I.S., J.P. . . Net 2/6 

Talks on Insurance Law. 

By J. A. Watson, B.Sc., LL.B. . . . Net 5/- 

Workmen's Compensation Insurance. 

By C. E. GOLDING, LL.B., F.C.I.I. . . . Net 6/- 

SHIPPING 
Case and Freight Costs. 

By A. W. E. Crospield .... Net 2/- 

Gonsular Requirements for Exporters and 
Shippers to all Parts of the World. 

By J. S. NowERY Net 7/6 
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Shipping — contd . 

PRICE 

Exporters* Handbook and Glossary, The. 

By F. M. DuDENEY Net 8/6 

Exporting to the World. 

By A. A. Preciado Net 21/- 

How to Export Goods. 

By F. M. DuDENEY Net 2/- 

How to Import Goods. 

By J. A. Dunnage Net 2/- 

Import and Export Trade. 

By A. S. Harvey Net 21/- 

Shipbroking. 

By C. D. MacMurray and M. M. Crbe . . Net 3/6 

Shipping. 

By A. TTat.l and F. Heywood . . . Net 2/6 

Shipping Business Methods. 
By R. B. Paul Net 3/6 

Shipping Office Organization, Management, 
and Accounts. 

By Alfred Calvert Net 6/- 

SECRETARIAL WORK 
Chairman's Manual. 

By GuRDON Palin, of Gray* 8 Inn, Barrister-at- LaWj 

and Ernest Martin, F.O.I.S Net 5/- 

Company Secretarial Work. 

By E. Martin, F.C.I.S. .... Net 2/6 

Company Secretary's Vade Mecum. 

Edited by P. TovEY, F.C.I.S Net 8/6 

Debentures. 
A Handbook for Limited Company Officials, Investors, 
and Business Men. 

By F. Shewbul Cooper, M.A., BarnateT'Oi- Law Net 6/- 

Dictionary of Secretarial Law and Practice. 

Edited by Phiup Tovey, F.C.I.S. A comprehensive 
Encyclopaedia of information and direction on all 
matters connected with the work of a Company 
Secretary. With contributions by nearly 40 eminent 
authorities Net 42/- 
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Secretarial Work — contd. 

PEICB 

Guide for the Company Secretary. 

By Arthur Coles, F.C.I.S Net 6/- 

Guide to Company Secretarial Work. 

By O. Oldham, A.C.I.S. .... Net 8/6 

How to Become a Company Secretary. 

By E. J. Hammond, A.C.I.S Net 8/6 

How to Become a Private Secretary. 

By J. E. McLachlan Net 8/6 

How to Take Minutes. 

Edited by E. Martin, F.C.I.S. . . . Net 2/6 

Outlines of Transfer Procedure in Connection 
with Stocks, Shares, and Debentures 
of Joint Stock Companies. 

By F. D. Head, B.A. (Oxon.), oj Lincoln' a Inn, 
Barrister-ai' Law ...... Net 3/6 

Practical Share Transfer Work. 

By F. W. LiDDiNGTON Net 8/6 

Prospectuses : How to Read and Understand 
Them. 

By Philip Tovey, F.C.I.S N^t 6h 

Questions and Answers on Secretarial Practice. 

By E. J. Hammond, A.C.I.S Net 7/6 

Secretary's Handbook. 

Edited by H. E. Blain, C.B.E. . . . Net 6/- 

Transfer of Stocks, Shares, and Other 
Marketable Securities . 

By F. D. Head, B.A. . . . . . Net 10/6 

What is the Value of a Share ? 

By D. W. RossiTER .... Net 2/6 



INCOME TAX 
Corporation Profits Tax. 

By P. D. Lbakb Net 1/- 

Income Tax and Super Tax Practice. 

By W. E. Snblung Net 12/6 
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Income Tax— contd. 

PRICB 

Practical Income Tax. 

By W. E. Snelmng Net 3/6 

Super Tax Tables. 

By G. O. Pabsons Net 1/- 

Taxation Annual. 

By W. E. Snemjnq Net 10/6 

INDUSTRIAL ADMINISTRATION 
Common Sense and Labour. 

By S. CROWTHfiR Net 8/6 

'Current Social and Industrial Forces. 

Edited by L. D. Edib Net 12/6 

Employment Management. 

Compiled and Edited by Daniel Bloompield . Net 8/6 

Factory Administration in Practice. 

By W. J. Hiscox Net 8/6 

Industrial Control (Applied to Manufacture). 

By F. M. Lawson, A.M.I.C.E., A.M.I.Mech.E. . Net 8/6 

Lectures on Industrial Administration. 

Edited by B. Muscio, M.A. ... . . Net 6/- 

Management. 

By J. Lee . . . . . . . Net 5/- 

Modern Industrial Movements. 

Edited by D. Bloomfield .... Net 10/6 

Outlines of Industrial Administration. 

By R. O. Herford, H. T. Hildaoe, and H. G. Jenkins 

Net 6/- 
Patents for Inventions. 

By J. EwART Walker, B.A., and R. Bruce Foster, B.Sc. 

Net 21/- 

Principles of Industrial Administration, An 
Introduction to. 

By A. P. M. Fleming, C.B.E., M.Sc, M.I.E.E., and 

H. J. Brocklehurst, M.Eng., A.M.I.E.E. . Net 3/6 

Problems of Labour. 

Compiled and Edited by Daniel Bloomfield . Net 8/6 

Psychology of Management, The. 

By L. M. GiLBRETH ..... Net 7/6 
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Industrial Administration — contd. 



PRICB 



Research in Industry. 

By A. P. M. Fleming, C.B.E., M.Sc., M.I.E.E., and 

F. G. Pearcb, B.Sc., A.M.I.E.E. . . .Net 10/3 

Sharing Profits With Employees. 
By J. A. BowDB, M.A Net 10/6 

Workshop Committees. 

By C. ©. Rbnofuij> Net 1/- 



BUSINESS ORGANIZATION AND 
MANAGEMENT 

Business Management for Small Retailers. 

By H. W. Theedam . . . . . Net 3/6 

Card Index System. Net 2/6 

Clubs and Their Management. 

By Francis W. Ptxt.ey, F.C.A. . . . Net 7/6 

Colliery Office Organization and Accounts. 

By J. W. Innes, F.C.A. , and T. Colin Campbell, 
F.C.I Net 7/6 

Counting -House and Factory Organization. 

By J. GiLMOiHi Williamson .... Net 7/6 

Drapery Business Organization, Management* 
and Accounts. 
By J. Ernest Bayley . . • • . Net 7/6 

Filing Systems. 
By E. A. Cope Net 3/6 

Grocery Business Organization and Manage- 
ment. 

By C. L. T. BEECHiNa and J. Arthur Smart . Net 6/- 

Manual of Duplicating Methods. 

By W. Desborough Net 3/- 

Municipal Organization. 

By Montagu H. Cox, LL.B Net 5/- 

OfBce Machines, Appliances, and Methods. 

By W. Desborough, F.C.I. . . , . Net 6/- 
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Business Organization and Management — contd. 

PBICB 

Office Organization and Management, Includ- 
ing Secretarial Work. 

By Lawrence R. Dicksee, M.Com., P.O. A., and 

H. B. Blain, C.B.E Net 7/6 

Organization of a Small Business, The. 

By W. A. Smith Net 2/8 

Solicitors' Office Organization, Management, 
and Accounts. ^ 

By E. A. CJoPB and H. W. H. Robins . . Net ^/^ 

ADVERTISING AND SALESMANSHIP 

Ads. and Sales. 

By Herbert N. Oasson .... Net 8/6 

Advertising 

By Howard Bridoewater .... Net 2/6 

Advertising as a Business Force. 

By P. T. CJherington . . . . . Net 10/6 

A Short Course in Advertising. 

By A. F. OsBORN Net 12/6 

Business Man's Guide to Advertising. 
By A. E. Bull Net 8/6 

Buying Goods. 

By A. E. Bull . . . . . .Net 2/- 

Commercial Travelling. 
By Albert B. Bull . . . • . Net 3/6 

Craft of Silent Salesmanship. 

By 0. Maxwell Tregurtha and J. W. Frings Net 5/- 

Efficient Salesmanship. 

By P. W. Shrubsall Net 2/- 

Mail Order Business, Conducting a. 
By A. E. Bull Net 2/- 

Mail Order Organization. 

By P. E. Wilson Net 8/6 

Making Advertisements and Making Them 
Pay. 

By Roy S. Durstine Net 12/6 

Modern Methods of Selling. 

By L. J. HoENiG Net 10/6 
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Advertising and Salesmanship — contd. 

PRICE 

Modern Publicity. 

By A. W. Dean Net 2/6 

New Business, The. 

By Harry Tipper Net 8/6 

Practical Press Publicity. 

By A. L. CuLYER . . . . . . Net 3/6 

Practical Salesmanship. 

. By N. C. FowiiER, assisted by 29 expert salesmen, etc Net 7/6 

Principles of Practical Publicity. 

By Truman A. de Weese .... Net 10/6 

Psychology of Advertising in Theory and 
Practice, The. 

By W. Dill Scott, Ph.D Net 12/6 

Salesmanship. 

By W. A. CoRBiON and G. B. Grimsdale . Net 3/6 

Window Dressing. 

By G. L. TTTvnvfTNS Net 2/- 

BUSINESS HANDBOOKS AND WORKS 
OF REFERENCE 

Business Man's Encyclopaedia and Dictionary 
of Commerce. 

Edited by J. A. Siater, B.A., LL.B. (Lond.)* Assisted 
by about 50 specialists as contributors. A reliable and 
comprehensive work of reference on all commercial sub- 
jects, specially written for the busy merchant, the 
commercial student, and the modem man of affairs. 
Four vols Net £4/4/- 

Business Man's Guide. 

Edited by J. A. Siater, B.A., LL.B. . . Net 6/- 

Business Statistics. 

By R. W. Holland, O.B.B., M.A., M.Sc, LL.D. Net 8/6 

Business Terms, Phrases, and Abbreviations. 

Net 8/6 
Commercial Arbitrations. 

By E. J. Parry, B.Sc, P.I.C, P.C.S. . . Net 3/6 

Commercial Commodities. 

By F. Matthews, B.Sc, A.I.C., F.C.S. . . Net 12/6 
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Business Handbooks and Works of Reference-contd. 

PRICB 

Commercial Contracts. 

By E. J. Parry Net 5/- 

Commercial Self -Educator. 

Edited by R. W. Holland, O.B.E., M.A., M.Sc., LL.D. 

Two Vols Net 80/- 

Commodities of Commerce. 

By J. A. Slater, B.A., LL.B. . . . Net 6/- 

Complete Guide to the Improvement of the 
Memory. 

By the late Rev. J. H. Bacon . . . Net 1/6 

Dictionary of the World's Commercial Pro- 
ducts. 

By J. A. Slater, B.A., LL.B. (Lond.) . . Net 3/6 

Discount, Commission, and Brokerage Tables. 

By Ernest HEAViNaHAM .... Net 1/6 

Drapery and Drapers' Accounts. 

By Richard Beynon Net 8/6 

History, Law, and Practice of the Stock 
Exchange, The. 

By A. P. Foley, B.A., Barrister'at- Laf4), and P. H. 
Carruthers GpuLD Net 7/8 

Ironmongery and Ironmongers' Accounts. 

By S. W. Francis Net '3/6 

Investor's Manual, The. 

By W. W. Wall, F.S.S., F.J.I. . . .Net 3/6 

Mercantile Terms and Abbreviations. 

Net 1/6 

Money and the Stock and Share Markets, The. 

By Emil Davies Net 8/6 

Shareholder's Manual, The. 
By n. n. Bassett Net 8/6 

LAW 

Bankruptcy, Deeds of Arrangement, and Bills 
of Sale. 
By W. Valentine Ball, M.A., Barrister-cU-Lato Net 18/6 

Bills, Cheques, and Notes. 

By J. A. Slater, B.A., LL.B. . . . Net 6/- 
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Law — contd. 

PMCB 

Commercial Law of England, The. 

By J. A. SiATBR, B.A., LL.B. (Lond.) . . Net 3/6 

Companies and Company Law. 

By A. C. CoNNBix, LL.B. (Lond.) . • . Net 6/- 

Company Case Law. 

By F. D. Head, B.A. (Oxon) . . . Net 7/8 

Elements of Commercial Law, The. 

By A. H. Douglas, LL-B. (Lond.) . . . Net 2/6 

Elementary Law. 
By E. A. OoPB Net 5/- 

Examination Notes on Commercial Law. 

By R. W. Holland, O.B.E., M.A., M.Sc., LL.D. Net 2/6 

Examination Notes on Company Law. 

By R. W. Holland, O.B.B., M.A., M.Sc., LL.D. Net 2/6 

Guide to Company Law. 

By R. W. Holland, O.B.B., M.A., M.Sc., LL.D. Net 8/6 

Guide to Railway Law. 

By Abthub E. Chapman, M.A., LL.D. (Oamb.) Net 7/6 

Guide to Bankruptcy Law and Winding-up 
of Companies. 

By F. Porter Faussbt, B. A., LL.B., Parrwter-oi- Law Net 8/6 

Guide to the Law of Licensing. 

By J. Wells Thatcher .... Net 6/- 

Inhabited House Duty. 

By W. E. Snblling Net 12/6 

Law of Contract* The. 

By R. W. Holland, M.A., M.Sc., LL.D., of the Middle 
Temple, Barrister-ai- Law . . . . • Net 5/- 

Law of Repairs and Dilapidations. 

By T. Oato Worsfold, M.A., LL.D. . , Net 8/6 

Law Relating to Secret Commissions and 
Bribes (Christmas Boxes, Gratuities, 
Tips, Etc.), The. 

By Albert Crew, Barrister-ai' Law. With American 
Notes by Morten Q. Macdonald, LL.B. . Net 10/6 

Law Relating to the Carriage by Land of 
Passengers, Animals, and Goods, The. 

By S. W. Clarke, of the Middle Temple, Barrister- 
aJt-Law Net 7/6 
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Law — contd. 

PRICE 

Law Relating to the Child : Its Protection, 
Education, and Employment, The. 

By R. W. Holland, O.B.E., M.A., M.Sc, LL.D. Net bh 

Law Relating to Trade Customs, Marks, 
Secrets, Restraints, Agencies, Etc., Etc., 
The. 

By Lawrence Duckworth, Barriaier-ai' Law . Net 1/8 

Legal Aspect of Commerce, The. 

By A. ScHOLPiELD, M.Com., A.C.I.S. . . Net 7/6 

Legal Terms, Phrases, and Abbreviations. 
By E. A. Cope Net 8/- 

Mercantile Law. 

By J. A. Slater, B.A., LL.B. (Lond.) . . Net 7/6 

Outlines of Company Law. 

By F. D. Head, B.A. (Oxon.) . . . Net 2/6 

Partnership Law and Accounts. 

By R. W. Holland, O.B.E., M.A., M.Sc., LL.D. Net 6/- 

Principles of Marine Law. 

By Lawrence Duckworth .... Net 10/6 
Questions and Answers in Commercial Law. 

By R. W. Holland Net 5/- 

Railway (Rebates) Case Law. 

By Geo. B. Lissenden Net 10/6 

Solicitor's Clerk's Guide. 

By E. A. Cope Net 4/- 

Wills, Executors and Trustees. 

By J. A. Slater, B.A., LL.B. (Lond.) . . Net 2/6 

TRANSPORT 

Industrial Traffic Management. 

By G. B. Lissenden Net 21/- 

History and Economics of Transport, The. 

By A. W. KiRKALDY, M.A., B.Litt., M.CJom., and 

A. D. Evans Net 15/- 

How to Send Goods by Road, Rail, and Sea. 

By G. B. Lissenden Net 2/- 

Motor Road Transport for Commercial 
Purposes. 
By J. Philloiore ..... Net 12/6 
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PITMAN'S 

COMMON COMMODITIES AND INDUSTRIES 

SERIES 



In each volume of this series a particular product or industry is 
treated by an expert writer and practical man of business in an 
interesting non-technical style. Beginning with the life history 
of the plant, or other natural product, he follows its development 
until it becomes a commercial commodity, and so on through 
the various phases of its sale in the market and its pm^cht^ 
by the consumer. Industries are treated in a similar manner, 
so that these books form ideal introductions to the particular 
industries with which they deal. 

In crown 8vo, about 150 pp., including many illustrations, and, 
where necessary, a map and diagrams. 38. net. 



Tea. 


Leather. 


By A. Ibbetson. 


By K. J. Adcock. 


Coffee. 


Clays and day Products. 


By B. B. Keablb. 


By Alfred B. Searle. 


Sugar. 


Paper. 


By Geo. Martinbau, C.B. 


By Harry A. Maddox. 


Oils. 


Soap. 


By C. AiNSWORTH Mitchell 


By William H. Simmons, B.Sc. 


Wheat and Its Products. 


(Lond.), F.C.S. 


By Andrew Millar. 


Glass and Glass llaking. 


Rubber. 


By P. M ARSON. 


By C. Beadle and H. P. 


Gums and Resins. 


Stevens, M.A., Ph.D.. F.I.C. 


By Ernest J. Parry, B.Sc, 


Iron and Steel. 


F.I.C., F.C.S. 


By C. Hood. 


The Boot and Shoe Industry. 


Copper. 


By J. S. Harding. 


By H. K. Pioard. 


The Motor Industry. 


CoaL 


By Horace Wyatt, B.A. 


By Francis H. Wilson, 


Gas and Gas Making. 


M.Inst.M.E. 


By W. H. Y. Webber, C.E 


Timber. 


Fomitore. 


By W. Bullock. 


By H. E. BiNSTEAD. 


Cotton. 


Coal Tar. 


By R. J. Peakb. 


By A. R. Warnbs, F.C.S., 


Silk. 


A.I.Mech.E. 


By Luther Hooper. 


PetrolenuL 


Wool 


By A. LiDOETT. 


By J. A. Hunter. 


Salt 


linen. 


By A. F. Calvert, F.C.S. 


By Alfred S. Moore. 




Tobacco. 


By T. E. LoNES, M.A., LL.D. 


By A. E. Tanner. 


B.Sc. 
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Common Commodities Series— Contd. 



Knitted Fabrics. 

By John Chambeblain and 

Jambs H. Quilteb. 
Cordage and Cordage Hemp. 

By T. Woodhousb and P. 

Carpets. 

By R. S. Bbinton. 
Asbestos. 

Bv A. L. SXTMMEBS. 

Photography. 

By W. Gamble, F.R.P.S. 
Acids, Alkalis, and Salts. 

By G. H. J. ADiiAM, M.A., B.Sc. 
Silver. 

By B. Whitb. 
Electricity. 

By R. E. Neale, B.Sc. (Hons.). 
Butter and Cheese. 

By C. W. WAiiKEB T1SDA1.E 

and Jean Jones 
Paints and Varnishes. 

By A. S. Jennings, F.I.B.D. 
AlnmininuL 

By G. MoBTiMEB, M.Inst.Met. 
Odd. 

By B. White. 
Stones and Quarries. 

By J. At.t.en Howe, O.B.E., 

B.Sc., M.I.M.M. 



By J. A. Smythe, Ph.D., D.Sc. 
The Clothing Indus^. 

By B. W. Poole, M.U.K.A. 
Modem Explosives. 

By S. I. Levy, B.A., B.Sc. 
Anthracite. 

By A. L. SuMMEBS. 
The British Com Trade. 

By A. Babkeb. 
Engraving. 

By T. W. Lasoelles. 
Telegraphy, Telephony, and 

Wireless. 

By Joseph Poole, A.M.I.E.E. 
The Raw Materials of Perfumery. 

By Ebnest J. Pabby, B.Sc. 
Cdd Storage and Ice Making. 

By B. H. Spbingett. 
The Electric Lamp Industry. 

By G. Abncliffe Peboival. 



P. 



Gloves and the Glove Trade. 

By B. E. Elms. 
The Jute Industry. 

By T. Woodhousb and 

^LGOUB. 

The Film Industry. 

By Davidson Boughey. 
The Cycle Industry. 

By W. F. Gbew. 
Drugs in Commerce. 

By J. HuMPHBEY, Ph.O., 

F.J.I. 
Cotton Spinning. 

By A. S. Wade. 
Sulphur. 

By H. A. AuDEN, D.Sc. 
Ironfounding. 

By B. Whiteley. 
Textile Bleaching. 

By Alec. B. Steven. 
Aloohd. 

By C. SiMMONDS. 

Internal Combustion Engines. 

By J. Okill, M.I.A.E. 
Hats. 

By H. Inwards. 
Velvei 

By J. H. Cooke. 
Dyeing of Fabrics. 

By A. J. Hall. 
Concrete. 

By W. Noble Twelvetbbes, 

M.I.M.E., A.M.I.E.E. 
Wine and the Wine Trade. 

By Andb£ L. Simon. 
Wall Paper. 

By G. Whitbley Wabd. 
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By E. J. J. Cbesswell. 
Clocks and Watches. 

By G. L. OvEBTON. 
Incuidescent lighting. 

By S. I. Levy, B.A., B.Sc 
Oil for Power Purposes. 

By Sidney H. Nobth. 
The Fishing Industry. 

By Dr. W. E. Gibbs. 
Starch and Starch Products. 

By H. A. AuDEN, D.Sc., F.O.a 
Tallang Machines. 

By Ooilvie Mitchell. 



Digitize,d by LjOOQ IC 



FOREIGN LANGUAGES 
FRENCH 

FBICB 

Progressive French Grammar. 

By Dr. P. A. Hedgcock, M.A., D.te.L. Part I, 

Z/e Net. Part II, 8/- Net . . Complete Net 6/6 

Commercial French Grammar. 

By F. W. M. Draper, M.A., B.^.L. . . . Net 2/6 

French-English and English-French Com- 
mercial Dictionary. 

ByF.W. Smith Net 10/6 

Commercial Correspondence in French. Net ^/6 
GERMAN 

A New German Grammar. 

By J. Keeoan, M.A. Net 5/6 

Commercial German-Grammar. 

By J. BiTHEix, M.A Net 8/6 

German-English and English-German Com- 
mercial Dictionary. 

By J. BiTHELL, M.A Net 10/6 

Commercial Correspondence in German. Net 8/6 
SPANISH 

Spanish Commercial Grammar. 

By 0. A. ToLBDANO Net 4/6 

Spanish-English and English- Spanish Com- 
mercial Dictionary. 

By G. R. Maodonald Net 16/- 

Manual of Spanish Commercial Correspon- 
dence. 

By G. B.. Maodonald Net 4/6 

ITALIAN 
Italian Commercial Grammar. 

By LuiGi Rioci . . . . . . Net 4/- 

Mercantile Correspondence, English-Italian. 

Net 6/- 
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PORTUGUESE 

PRIOR 

Practical Portuguese Grammar. Net 7/6 

Mercantile Correspondence, English-Portu- 
guese. Net 3/6 

PITMAN ^S SHORTHAND 

Pitman's Shorthand holds the world's record 
for speed and accuracy 

For Complete List ot Text- books, Phrase Books, 
Dictation Books, Reading Books, etc., see Pitman's 
" Shorthand and Typewriting Catalogue." 

Pitman's Shorthand Instructor. 6/- 

Pitman's Shorthand Commercial Course. 5/- 

Pitman's Shorthand Rapid Course. 6/- 

English and Shorthand Dictionary. 10/- 

Shorthand Dictionary. 7/6 

Shorthand Clerk's Guide. 

By V. E. CoLLiNGE, A.C.I.S Net 2/6 

Progressive Dictator. 2/6 

Phonographic Phrase Book. Paper 1/6, Cloth 2/- 

TYPEWRITING 

Pitman's Typewriter Manual. 5/- 

A New Course in Typewriting. 

By Mrs. Smith-Clough, F.Inc.S.T. . • . . Net 2/6 

Exercises and Tests in Typewriting. 4/- 

Practical Course in Touch Typewriting. 

By C. E. Smith ...... ?/6 

Dictionary of Typewriting. 

By H. Ethertogb Net 7/6 

Mechanical Devices of the Typewriter. 

By R. T. Nicholson, M.A. . . . . Net 6/- 

Work and Management of a Copying Offic 

The. iNet 10/6 

Complete List post free on application. 
Sir Isaac Pitman & Sons, Ltd., Parker St., Eingsway, London, W.C.2 

Printed in Bath, England, bv Sir It^aac Pitman A Sons, Ltd. 
(2281w) ^ T 
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THIS BOOK IS DUE ON THE LAST DATE 
STAMPED BELOW 



AN INITIAL FINE OF 25 CENTS 

WILL BE ASSESSED FOR FAILURE TO RETURN 

THIS BOOK ON THE DATE DUE, THE PENALTY 
WILL TNCftEASE TO 50 CEXTS ON THE FOURTH 
DAY AND TO SI.OO ON THE SEVENTH DAY 
OVEI4DUE. 
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